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FOREWORD 


This symposium on War Contract Renegotiation is one of a series of three deal- 
ing with problems arising out of the impact of the war upon war contracts and 
profits therefrom. The first, recently published, is on the subject of Excess Profits 
Taxation; following the present one there will shortly be published a symposium 
on the subject of War Contract Termination. 

Little argument is needed to establish the contemporariness of this particular 
issue of Law anp ConTemporary Prostems. As these words are being written (late 
December, 1943), there has come from the press and radio a flood of commentary 
upon the renegotiation provisions contained in the Revenue Bill of 1943, partic- 
ularly in the form in which the Bill was approved by the Senate Finance Committee. 

Although this symposium was planned long before the introduction of the 
pending Revenue Bill of 1943, it has been decided not to postpone publication until, 
final clarification. Even if the Bill were to pass in the form which it now presents 
as the result of the Senate Finance Committee’s recommendations (which is by no 
means assured), this symposium would not be invalidated. Interest would continue 
in the written record of the background of renegotiation, as set forth in the first 
three articles. These articles deal with profit limitation attempts in the past (Hen- 
sel and Lt. McClung), the development of renegotiation, especially as an adjunct to 
procurement (Marbury and Major Bowie), and the general picture of pricing in 
war contracts (Lloyd). Incidentally, Lloyd’s article invites re-examination of state- 
ments frequently made that careful procurement, especially if coupled with an 
excess profits tax, makes renegotiation unnecessary. 

More important, much of the standards, practices, machinery and procedures 
that are revealed in the pages that follow would continue relevant. So long as 
renegotiation remains at all, as it does even under the Senate Finance Committee 
proposals, this administrative experience will be utilized and presumably applied 
with only such clianges as are necessitated by the congressional amendments. The 
articles on standards and practices (Blough), administrative machinery and pro- 
cedures (Colonel Boyd), and the tie-up with income taxation (Colonel Watts), 
fall into this group. 

The portion of this symposium that would be most affected by the pending 
legislation is the article on coverage and exemptions by W. John Kenney. In fact, 
if the pending legislation were adopted in its present form, attention would prob- 
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ably be focussed on the scope of the Act more than on any other single feature. 
A satisfactory survey in detail of all the ramifications of the changed emphasis 
could not be made until several months after the adoption of the Bill, which is 
another reason for not postponing publication of this symposium. Meanwhile, an 
over-all discussion of the effect of the pending legislation is to be found in the con- 
cluding article of this symposium by Jules Abels on the 1943 Revenue Bill renego- 
tiation proposals. Most of the changes in the proposed legislation are discussed 
systematically in that article rather than being separately treated as specific points 
occur elsewhere in the symposium. That article should be kept in mind in reading 
the other articles. 

Articles on constitutionality (Professor Collier), and surveying the pros and cons 
of renegotiation (H. L. Wilson), round out the discussion. 

This symposium does not purport to be a manual of renegotiation procedure: 
Exigencies of space make it inadvisable to include, for example, the full text of the 
War Department’s Procurement Regulation No. 12, relative to renegotiation and 
price adjustment, the Ordnance Procurement Instructions, Part 12, the Joint State- 
ment by the War, Navy, and Treasury Departments, and the Maritime Commis- 
sion, relative to purposes, principles, policies and interpretations under the Renego- 
tiation Act, and the various forms of assignment notices, letters and reports. Many 
of these are available from the Technical Information Branch, War Department 
Price Adjustment Board; others from various published services. There is a pos- 
sibility that by the time this reaches the reader the new Joint Renegotiation Manual 
for renegotiation may be available to the public. 

Pardon is begged for introducing a perhaps unnecessary note of caution against 
false hopes. Renegotiation purports to turn back to the Government, whether by 
siphoning off some of the profits for a particular period or by changing price terms 
of contracts, the “excessive” profits which otherwise would have been made on the 
government business in question. What are “excessive profits” is, of course, the 
most crucial question in renegotiation. No short, easy answer to that question is 
to be found in the pages that follow. 
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PROFIT LIMITATION CONTROLS PRIOR 
TO THE PRESENT WAR 


H. Srruve Henser,* Lr. Ricoarp G. McCune, U.S. N. Rt 


In the Bethlehem Steel Corporation’ case, Mr. Justice Black concluded the 
majority opinion of the Supreme Court with the following remarks: 


“The problem of war profits is not new. In this country, every war we have engaged 
in has provided opportunities for profiteering and they have been too often scandalously 
seized. * * * To meet this recurrent evil, Congress has at times taken various measures. 
It has authorized price fixing. It has placed a fixed limit on profits, or has recaptured 
high profits through taxation. It has expressly reserved for the Government the right to 
cancel contracts after they have been made. Pursuant to Congressional authority, the 
Government has requisitioned existing production facilities or itself built and operated 
new ones to provide needed war materials. It may be that one or some or all of these 
measures should be utilized more comprehensively, or that still other measures must be 
devised. But if the Executive is in need of additional laws by which to protect the 
nation against war profiteering, the Constitution has given to Congress, not to this Court, 
the power to make them.” 


In general, definitive Governmental steps to effectuate a limitation of munitions 
profits have awaited the outbreak of a war.2 No real effort was made in this coun- 
try to impose systematic restrictions upon the profits of manufacturers of munitions 
prior to World War I. Furthermore, with the exception of several statutes limiting 
the price to be paid for armor plate, enacted in the Spanish-American War, all 
efforts to limit war profits prior to 1917 were initiated by the Executive arm of the 
Government. Congress evidenced considerable interest in the prices of war maté- 
riel during the previous wars, but in the main its activities were limited to inves- 
tigation and criticism. In the years between World War I and the present war, 
the Congress devoted a great deal of attention to the matter of limiting war profits 
and made a number of reports on the previous experience with war profit limitation 
attempts which could today be studied with a great deal of profit. Nothing defin- 
itive, however, was enacted prior to this war. 

* A.B. 1922, Princeton University, LL.B. 1925, Columbia University. Member of the New York 


and District of Columbia Bars. Chief of the Procurement Legal Division of the Office of the Under 
Secretary of the Navy. 
’ A.B. 1935, Princeton University, LL.B. 1939, Yale University. Member of the New York Bar. 
Member of the Procurement Legal Division of the Office of the Under Secretary of the Navy. 

1See United States v. Bethlehem Steel Corp., 315 U. S. 289, 309 (1942). 

® See Encyc. Soc. ScrENcEs, articles on Profiteering (1934), Munitions Industry (1933). 
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I. Osyectives oF War Prorits Limitations 


Before discussing the various attempts to control war profits undertaken by the 
Federal Government prior to this war, it is necessary to try to eliminate some of 
the confusion necessarily inherent in the objectives of price limitations and the ob- 
jectives of profit limitations. Price limitations may involve profit limitations 
but not necessarily. Price limitations are devoted to an economic problem, ic., 
keeping war costs at a minimum. Wartime profit limitations on munitions are 
directed primarily at a morale problem, i.e., the prevention of a slump in the nation’s 
morale resulting from knowledge that war producers are enjoying what are gen- 
erally and publicly recognized as excessive profits. We are all agreed that no one 
should become “rich” through a war. 


“Morale” is an intangible substance, impossible to define precisely. Morale is 
largely a psychological matter. The armed forces and the taxpayers demand a 
forthright attempt on the part of the Government to prevent a few of the war 
contractors from making the war an unconsciously profitable venture for them- 
selves. The difficulties in translating such desires into practical results lie in the 
fact that we are still relying on the profit motive as the main incentive for speedy, 
efficient and economical production. In an economy as complex as our national 
economy, and so long as the profit system remains the primary incentive to pro- 
duce in time of war, there can be no absolute equalization of the burdens, or profits, 
of war. Our problem is, therefore, to maintain production with profit and morale 
without undue profit. , 

The imposition of price controls is almost always dictated by desires to mini- 
mize profits and yet too often fails to give full weight to the necessity of keeping 
the costs to the Government of procurement of munitions as low as possible in the 
light of all pertinent circumstances. This control of cost to the Government is 
logically a vastly more important matter than the limitation of profits to the con- 
tractor, yet that is not realized by the general public. Furthermore, price controls, 
dealing with all the elements of price, are difficult to establish. The Government 
in wartime must attempt in every way possible to encourage increased efficiency 
in production and the ensuing reduction in contractors’ costs. Prices of munitions 
to the Government in wartime must be based, or perhaps, measured, ultimately 
upon cost of production. There is no other standard in wartime upon which to 
compute such prices. Producers should, of course, receive different rates of profits 
based upon the efficiency and skill with which they can reduce their costs of pro- 
duction. War procurement must also take into account many factors which affect 
cost—labor supply problems, maintenance of small businessmen, encouragement of 
inventions, and the like. Furthermore, the Government must acquire war supplies 
and weapons regardless of the cost to it or to the contractor. 


The cost-plus form of contract has often been advanced as the only method of 
accurately determining the profits to the contractor; yet the cost-plus-a-percentage- 
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of-cost contract induces waste and high costs and the cost-plus-a-detemined-dollar- 
fee contract contains no incentives for reduced costs and minimizes the spur of the 
profit incentive. Profits should, theoretically, be a reward for performance and 
should be judged and compared in terms of relative performance. 

In addition, profits are a relatively minor factor in the overall cost to the Gov- 
ernment when munitions are being procured on the vast scale required for this 
war; a one per cent difference in profits would probably create more millionaires 
today than were created in the whole of World War I and have a small effect on 
our national economy. Government limitation of profits is also a major factor in 
minimizing inflation. 

We are, indeed, faced with a dilemma and it is in this light that our previous 
failures to solve the problem should be judged. 


II. Arrempts Prior to Wortp War I 


In the early wars of this nation, contractors sold war materials to the Govern- 
ment at exorbitant prices. There are numerous public references during the Rev- 
olution to the excessive profits of suppliers and contractors, particularly in foodstuffs.* 

The Continental Congress did evidence considerable interest in the costs of 
articles of war. For instance, the Naval Committee in 1775 recommended the 
construction of thirteen frigates as the backbone of the new American Navy and 
recommended further that the cost of these vessels, with two complete sets of 
sails, should not exceed $66,666 on the average. On December 13, 1775, the Con- 
tinental Congress appointed a committee, “with full powers to carry the above report 
into execution,” and thus indicated its intent that the vessels authorized should be 
acquired within the cost estimated by the Naval Committee.* As a matter of fact, 
the Revolution did summon into activity an immense range of legislative power over 
prices and profits. Most of this power was exercised by the states, for the Continental 
Congress constituted a government with limited authority over the loosely-knit 
federation of states. It was the legislation by the states during the Revolution, how- 
ever, which laid the broad foundation for the legislative power of the national gov- 
ernment in time of war. Thus we find that the Continental Congress on November 
22, 1777 recommended to certain of the state legislatures that they appoint “com- 
missioners to regulate and ascertain the price of labour, manufactures, internal 
produce” and so forth. A month later the same body recommended “to the respec- 
tive legislatures of the United States, forthwith to enact laws, appointing suitable 
persons to seize and take, for the use of the Continental Army of the said States, all 
woolen cloths, blankets, linens, shoes,” and so on. In response to these resolutions, 
the state legislature did enact many laws fixing prices of labor and commodities, 
sometimes in the greatest detail." Typical of the attempts to control prices during 


* Hearings before the Committee on Military Affairs on H. R. 3 and H. R. 5293, 74th Cong., 1st 


Sess. (1935) 590-598. 
“Journats or Concress 1774-1776 (Folwell ed. 1800) 272. 
"J. REUBEN CLARK, EMERGENCY LEGISLATION Passep Prion TO DECEMBER 1917 (1918) 211, 212, 


214-217, 420, 466, 535, 595, etc. 
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the Revolution was the law enacted by the State of New York in 1780 under which 
the profits of manufacturers, wages of mechanics and laborers, and prices of a long 
list of commodities were fixed at a figure “not to exceed twenty fold of the prices 
paid in 1774.” The latter date was chosen as reflecting normal conditions, and 
the twentyfold as measuring the debasement of the continental currency. This 
statute represented an effort to check inflation after it had occurred.° 

Both the Army and the Navy were rather restricted by the parsimony of the 
Congress in the years between the Revolution and the Civil War. No real attempts 
were made to prevent profiteering in war supplies during this period, in part be- 
cause so few supplies were being purchased. 

The Civil War saw a vast increase in the purchases of war matériel, with large- 
scale profiteering evident in the procurement of both the Army and the Navy. In 
the War Department, Secretary Stanton, after his appointment in 1862, made stren- 
uous efforts to effect an improvement in the methods of Army purchasing. He 
established a commission to audit and adjust claims under contracts with the War 
Department and this commission in 1862 and thereafter was successful in elim- 
inating many excessive and fraudulent claims. The most publicized war con- 
tracts were those let by General Frémont, Commander of the Western Department, 
in the early part of the war.’ The Secretary of War appointed the Holt-Davis 
Commission to reconsider all of the contracts let under General Frémont’s direc- 
tion, and this Commission was instrumental in negotiating settlements at reduced 
prices with a large number of the contractors.® 

Secretary of the Navy Gideon Welles met with similar difficulties in acquiring 
new vessels and supplies for the Navy during the Civil War. After unsatisfactory 
experiences with commission agents in the early months of the war, Welles in 1861 
appointed his brother-in-law, George D. Morgan, as the agent to make all pur- 
chases of vessels for the Navy.® Morgan did an efficient job of buying vessels at 
much lower prices than the Navy had theretofore paid. The Secretary of the Navy 
was severely criticized for appointing a relative as the sole agent for the purchase 
of vessels, and the House Select Committee on Government Contracts submitted a 
resolution calling for the disapprobation by the House of Representatives of the 
practice. Even the Congress, however, was forced to admit that substantial sav- 
ings had been effected by Morgan’s purchases.’° 


5H. R. Rep. No. 808, 75th Cong., 1st Sess. (1937) 3 (Report of the House Military Affairs Com- 
mittee on H. R. 6704). 

®Rep. Sec’y War (1862); cf. also Cart SANDBURG, ABRAHAM LINCOLN, THE War Years (1939), 
Vol. I, 423, 440. 

™Frémont’s purchases resulted in a number of actions in the courts. Reeside v. United States, 2 Ct. 
Cl. 1 (1866), aff'd by a decision of the Supreme Court reported at 7 Ct. Cl. 82 (1868), gives a detailed 
picture of how Frémont operated in purchasing Army supplies. See also United States v. Morgan, 154 
U. S. 565 (1869); United States v. Burton, 154 U. S. 566 (1869); United States v. Adams, 74 U. S. 
463 (1868), reversing 2 Ct. Cl. 70 (1866); United States v. Mowry, 154 U. S. 564 (1869), reversing 
2 Ct. Cl. 68 (1866). 
® United States v. Adams, 74 U. S. 463 (1868). 
® Rep. Sec’y Navy (1861). 
2° See discussion on the report of the House Select Committee on Government Contracts, 131 Conc. 
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All of the efforts at limitation of profits on Government contracts during the 

Civil War were undertaken by the Executive Departments, with, it is true, con- 
siderable prodding by the Congress. Many of the excesses in the prices paid for 
war munitions were the result of outright fraud upon the Government, and bribery 
of Government officials was by no means uncommon. Congress did enact various 
criminal statutes to prohibit certain of the fraudulent practices in connection with 
Government contracts."* 
While the Civil War gave impetus for a time to large scale production of war 
munitions, no permanent munitions industry grew up in this nation, because the 
Army and Navy ordered almost nothing for some years after the war. It was not 
until the Government began to build the new Navy in the early eighties that im- 
portant contracts for munitions were let to large manufacturers.”” 

In the development of plants in this country for the manufacture of heavy armor 

for the ships of the fleet, the Navy had paid prices for armor ranging between $574 
and $671 per ton, Feeling that such prices were unreasonable, the Congress en- 
acted a statute approved March 3, 1897, limiting the average price to be paid by the 
Navy for armor to $300 per ton. Several months thereafter another statute was 
passed authorizing the Secretary of the Navy, if he could not procure armor at 
$300 per ton, to establish a public armor factory and to appoint a naval board to 
advise him on the subject.1* The armament manufacturers refused to manufacture 
armor at this price, and with the outbreak of the Spanish-American War in 1898, 
Congress increased the authorized price to $400."* Contracts were let on this basis, 
but Congress by the Act of March 3, 1899, again limited the price to $300 per ton.”® 
Again the manufacturers refused to submit any bids except at prices per ton con- 
siderably in excess of this amount.’® Finally, by the Naval Appropriation Act, 
1901, the Congress authorized the Secretary of the Navy to procure by contract 
armor “at a price which in his judgment is reasonable and equitable”; if the Sec- 
retary could not make satisfactory contracts for armor, he was authorized to erect 
a factory to produce heavy armor, and $4,000,000 was appropriated for the purpose.’* 
The armor plant was never erected by the Navy. 
Grose, Vol. 32, Pt. 4, 37th Cong., 2d Sess., Appendix, April 28, 1862, 124-130; CarL SaNpBuRG, 
ApraHAM LINCOLN, THE War Years (1939), Vol. I, 426. For further consideration of both Army and 
Navy contracts, cf. the testimony and reports of the Committee on Government Contracts, 37th Cong. 
(1862), Vols. 1 and 2; H. R. Exec. Doc. No. 65, 39th Cong., 2d Sess. (1866-67). 

“CH. Act of July 16, 1862, 12 Star. 577 (1862), with slight modification now 18 U. S. C. 1940 ed., 
§§199, 202; Act of July 17, 1862, 12 Stat. 594, 596 (1862). 

32Harotp and MarcaRET Sprout, THE Rise oF AMERICAN NavaL Power (1939) 165 ef seq.; 11 
Encyc. Soc. SctENcES (1934) 128 (article, Munitions Industry). 

18C, O. Pauttin, A Harr Century oF NavaL ADMINISTRATION IN AMERICA, 1861-1911, 40 UNITED 
Srares Nava INstITUTE PRocEEDINGsS (1914) 1059, 1061; Act of March 3, 1897, 29 Stat. 648, 665; 
Act of July 19, 1897, 30 Srat. 105, 123; Joun D. Lone (Secretary of the Navy, 1897-1902), THE New 
American Navy (1903), Vol. I, 46 et seq. 

** Act of May 4, 1898, 30 Stat. 369, 390. 28 Act of March 3, 1899, 30 SraT. 1015, 1045. 

1° Lone, op. cit., supra note 13 at Vol. I, page 50. 

7 Act of June 7, 1900, 31 Stat. 684, 707; H. R. Doc. No. 95, 55th Cong., 2d Sess.; 31 Conc. 


Rec. 934 (1898), 32 Conc. Rec. 2190-2191 (1899); Report of the Chief of the Bureau of Ordnance, 
attached to Rep. Sec’y Navy (1905), 45-47. 
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The first attempt to limit profits by statute had thus threatened to cut off pro- 
duction of armor entirely. Profiteering in munitions and supplies was prevalent 
during the Spanish-American War, as in the Civil War.’® The effort to restrict 
war profits by setting a top price to be paid for munitions had been a complete 
failure. Though price-fixing was used to some extent in the first World War, no 
attempt was again made to attack the overall problem of war profits by establishing 
. top prices for munitions. 

The Government relied largely on competitive bidding as a means of limiting 
profits on all Government contracts prior to World War I.’° There have been 
recent investigations which indicate that the system of competitive bids did not 
perhaps achieve the lowest prices to the Government,” but it is difficult to draw 
any just comparisons between Government purchases in peacetime and purchases 
in wartime. In peacetime there is generally a buyers’ market for war materials, 
while in wartime the market clearly favors the sellers. 


III. Wortp War I Prorir Limiration ATTEMPTS 


The outbreak of World War I found the nation, as usual, without any pro- 
gram whatsoever for control of munitions prices or profits. True, the Congress 
had in 1916 passed an act imposing a tax of 12!4 per cent on the profits of man- 
ufacturers of munitions,”* and on March 3, 1917, an act was approved providing 
for an excess profits tax of 8 per cent.” Neither of these statutes was aimed pri- 
marily at limitation of profits on war contracts; the first was largely a reflection 
of the spirit of the times in reacting against traffic in munitions, and the second 
appears to have been primarily a revenue measure. 

There were three primary types of attempted profit limitations during the first 
World War: (1) the use of cost-plus contracts, (2) price fixing and control, and 
(3) excess-profits taxes. The several Congressional committees which have inves- 
tigated the matter of war profits in the last war have demonstrated quite con- 
clusively that none of these methods accomplished effective limitation of profits or 
prices. 

The first months of World War I were marked by the confusion and lack of 
planning in the procurement of war matériel. For a time, there was no central 
coordinating agency, and there was absolutely no program for mobilization of 
industry to produce for war. For a time the Army and Navy tried to continue 
their peacetime procurement methods of purchasing from the lowest bidder. In- 

48 Wacrer Mivuis, THE Martiav Spirit, A Srupy oF Our War witH SPAIN (1931) passim; Hear- 
ings before House Committee on Military Affairs on H. R. 3 and 5293, 74th Cong., 1st Sess. (1935) 
ae om basic statute was Section 3709 of the Revised Statutes. 

29Sen. Rep. No. 944, 74th Cong., 1st and 2d Sess. (Nye Committee, 1935-1936); SEN. Rep. No. 
480, Pt. 5, 77th Cong., 2d Sess. (Truman Committee, 1942); H. R. Rep. No. 576, 77th Cong., 2d Sess. 
(House Naval Affairs Committee, January 20, 1942). 


*1 Act of September 8, 1916, 39 Stat. 756, 780. 
*3 Act of March 3, 1917, 39 STAT. 1000. Excess profits were defined as profits above 8 per cent 


of “actual capital” plus $5000. 
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deed, even after January, 1918, many contracts made by the Army Quartermaster’s 
Corps were let on this basis.2* ‘The initial stage of war procurement saw pur- 
chases being made on the old-fashioned bid basis, with the several Government 
agencies actually competing against each other in securing supplies.** Some agencies 
therefore obtained excessive quantities of supplies while others did not obtain 
sufficient to meet their needs, and the prices of various war supplies were inflated 
because of the inflated demands of the several agencies.2* The President early 
established coordinating agencies to bring some order into Government procure- 
ment, starting with the Council of National Defense and ending with the War 
Industries Board in July, 1917.76 


a. Cost-plus Contracts 


The competitive bid system, however, could not continue long during wartime. 
As prices of raw materials and labor rose rapidly, contractors refused to take fixed- 
price contracts. Accordingly, the cost-plus-a-percentage-of-cost contracts were de- 
vised and came into increasing use in the early part of the war. Thus, the Secretary 
of the Navy noted that shipbuilders refused to submit fixed-price bids for battle 
cruisers.2”’ ‘The Supreme Court in the Bethlehem Steel Corporation case** approv- 
ingly quoted the 1919 report of the Chief of the Construction Division, War 
Department: 


Obviously no sane man would bid on a lump sum contract under such conditions, 
unless perchance he should treat the matter as a pure gamble and include an excessive 
margin in his proposal for unforeseen contingencies. 


Cost-plus-a-percentage-of-cost contracts for a time supplanted all other forms of 
contracts for the larger purchases of the armed forces and the Emergency Fleet 
Corporation. Of more than $1,750,000,000 in contracts executed by the Army Ord- 
nance Department up to the end of 1917, the Chief of Ordnance testified that the 
great majority of these contracts were let on the cost-plus basis.” As the cost-plus- 
a-percentage-of-cost form of contract lent itself readily to abuse, the cost-plus-a-fixed- 
fee contract was introduced and to some extent supplanted the other type of 


287. F, CROwELL, GOVERNMENT War Contracts (1920) 21 (Carnegie Endowment for International 
Peace, Preliminary Economic Studies of the War, No. 25). 

24 GovERNMENT PuRCHASING—AN Economic CoMMENTARY, TEMPORARY NaTIonaL Economic Com- 
MITTEE MonocraPH No. 19 (76th Cang., 3d Sess., 1940), 43 et- seq.; GRasKE, THE Law oF GovERN- 
MENT DEFENSE Contracts (1941) 6-8. 

*5 James R. Withrow, The Control of War Profits in the United States and Canada (1942) 91 U. 
or Pa, L. Rev. 194, 199. 

*°For the chronological sequence of unifying agencies, see TNEC Monocrapu No. 19, supra note 
24, at 45 e¢ seq.; GRASKE, Op. Cit., supra note 24, at 8, 9, and Barucu, AMERICAN INDUSTRY IN THE War, 
Report OF THE War INDusTRIES BOARD TO THE PRESIDENT (1921), passim. 

"7 Rep, Sec’y Navy (1917) 30. The Naval Appropration Act of 1916 (August 29, 1916, 39 Star. 
556) had provided that the Secretary might contract for such ships “on the basis of the actual cost 
plus a reasonable profit to be determined by him,” and the major shipbuilders all submitted bids on a 
cost-plus-a-percentage-of-cost basis. 

28 See United States v. Bethlehem Steel Corp., 315 U. S. 289, 302 (1942). 

°° Hearings before the Select Committee on Expenditures in the War Department, Series I, Pt. 5, 
66th Cong., rst Sess. (1919) 488. . 
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contract.*° The difficulties of determining the “actual cost” under a cost-plus con- 
tract were just as great in 1917 as they are today; in addition, there was the problem 
that under cost-plus-a-percentage-of-cost contracts, the contractors were tempted to 
increase their profits by increasing the cost. Apparently the Navy Department 
adopted as a basis for the determination of cost the principles set forth in the 1916 
munitions profits tax act,®* but these principles were so general in terms as to 
furnish no guide at all.2 The interdepartmental conference of July, 1917 on uni- 
- formity of contracts and cost accounting condemned the percentage-of-cost system 
and recommended instead the use of the cost-plus-a-fixed-fee type of contract. 


The cost-plus-a-fixed-fee contract was by no means the answer to all of the 
problems inherent in procuring war supplies at reasonable cost, with reasonable 
profits to the contractor. In World War I, as in the present war, the cost-plus-a- 
fixed-fee type of contract gave rise to many difficult administrative and accounting 
problems; in particular, the accurate determination of costs required a very large 
force of skilled auditors and accountants.2* Similarly, a desire to provide an in- 
centive to reduce costs led to a modification of the cost-plus-a-fixed-fee contract in 
the form of a bonus added to the fixed fee for savings in actual cost as compared 
with estimated cost. It was in fact this type of contract which was before the 
Supreme Court in the Bethlehem Steel Corporation case and illustrated the tend- 
encies such contracts have to encourage somewhat exaggerated estimates of cost. 


The Army and the Navy made ostensible efforts to limit profits on the cost-plus 
contracts; both the War and Navy Departments included in a number of their 
contracts provisions specifying that profits thereon should be limited to 10 per cent 
of the actual cost. These limitations imposed in the contracts were not effective; 
and apparently no effort was made to recapture profits in excess of the specified 
percentages. Mr. Justice Black pointed out in his Bethlehem Steel Corporation 
opinion that any citation of the 10 per cent figure as indicating average profits on 
cost-plus contracts during the first World War was “illusory” and “without basis 
in the realties of business experience.”** A report of the Federal Trade Commis- 


°° Cuartes E. Hucues, Report To THE ATTORNEY GENERAL ON THE AIRCRAFT INpusTRY (1918) 
134, reprinted as Appendix A, 57 Conc. Rec. 883, 906 (1918); H. R. Rep. No. 816, 66th Cong., 2d 
Sess. (1918) 49-53 (Expenditures in the War Department—Camps). 

2 Act of September 8, 1916, 39 Stat. 756, §302. 

*° The Secretary of the Navy remarked that as “regards the determination of the actual cost, hardly 
any two accountants would agree exactly, this being a highly technical question involving a large num- 
ber of factors.” Rep. Sec’y Navy (1917) 31. He further stated that the 1916 munitions tax act had 
been “found satisfactory in general” as a basis for cost determination, “although detail difficulties have 
naturally arisen.” 

®8 'TNEC MonocraPH No. 19, supra note 24, at 50. 

** Cf. HucHeEs, supra note 30, wherein he stated that “contracts of this sort lead to waste, foster 
abuses, and impose an almost intolerable burden of cost accounting, in itself a hindrance to rapid 
production,” noted by Mr. Justice Black in the Bethlehem Steel Corp. opinion, 315 U. S. 289, 306. 

*5 Rep. Sec’y War (1917) Vol. I, 28; id. (1918) Vol. I, 1319; id. (1919) 4138-42; Rep. SEc’y 
Navy (1917) 33; éd. (1918) 685; id. (1920) 147-8. 

®° United States v. Bethlehem Steel Corp., 315 U. S. 289, 306-8 (1942). 
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sion, made in 1918 pursuant to Senate resolution, also makes “it clear that profits 
on war contracts ran much above 10 per cent in several of the major industries.** 

Mention should perhaps be made of the wide use of compulsory orders dur- 
ing World War I. Authority under the compulsory order statutes*® was often 
invoked to bring about purchases at reasonable prices when the prices quoted 
appeared too high. No stigma was attached to the issuance of a compulsory order 
in World War I; in contrast, compulsory orders are rarely employed in the present 
war” In fact, the reduction of stipulated contract prices by means of the com- 
pulsory order might be termed a primitive method of renegotiation, although the 
analogy is not very apt. Nevertheless, the compulsory orders in World War I 
were employed to a limited extent in the light of total volume of procurement, 
and they were utilized in place of a contract, not to change prices under already 
executed contracts. 


b. Price-fixing 


At the same time that the Government agencies were attempting to maintain 
some form of control over profits under the several forms of cost-plus contracts, 
the General Munitions Board, and later the War Industries Board, approached the 
problem from the angle of fixing prices on certain commodities. Strangely enough, 
no statute authorizing over-all fixing of prices was enacted during the war. The 
War Industries Board derived such power to fix prices as it exercised from the 
power granted to the President to place compulsory orders with any manufacturer,*° 
and its derivative power to allocate priorities.41 The food and fuel control act of 
1917** gave the President very broad powers of control over prices of food and fuel 
products and through those powers the Food and Fuel Administration was able to 
exercise some authority over prices with statutory backing. 

The War Industries Board established a Price Fixing Committee to fix prices 
for products other than foods and fuels; this Committee dealt almost exclusively 
with raw materials.** The Committee was hampered in that it did not administer 
the prices it set, leaving this function to the commodity sections of the War Indus- 
tries Board. Its general policy was to fix prices at fairly high levels, with the result 
that the low-cost producers in an industry made large profits. The Board justified 


°? Hearings before the Committee on Military Affairs on H. R. 3 and 5293, 74th Cong., 1st Sess. 
(1935) 604 et seq. The report of the Federal Trade Commission (Takinc THE Prorits Our or War) 
is one of the exhibits, pages 604 et seq. 

88 National Defense Act of 1916 (June 3, 1916), 39 Stat. 213, 50 U. S. C. 1940 ed. §80; Act of 
March 4, 1917, 39 StaT. 213, 50 U. S. C. 1940 ed. §309; Act of June 15, 1917, 40 Stat. 182. Cf. 
Rep. Sec’y Navy (1917) 33: 

®° Present authority is Section 9 of the Selective Training and Service Act of 1940, 54 Stat. 885, 
892, as amended, 50 U. S. C. 1940 ed. §309 (Appendix). 

“° Supra note 38. 

“1 Abels, Price Control in War and Emergency (1942) 90 U. or Pa. L. Rev. 675, 682 et seq. 

“2 Act of August 10, 1917, 40 Stat. 276. 

“8-‘TNEC MonocraPH No. 19, supra note 24, at 51, 52. The armed services were represented 
on the Price Fixing Committee, which was evidently very careful in performing its functions not to 
interfere with their procurement. Cf. Rep. Sec’y Navy (1918) 98. 
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this policy by the proposition that it was concerned first of all with stimulating 
production, and was forced to look after the less efficient producers in order to 
keep the full capacity of the industry in operation. It relied on the tax laws to 
recover much of the excessive profits. 

Ostensibly, the Price Fixing Committee set prices by agreement with the indus- 
try concerned. Thus, Mr. Baruch, in his report to the President in 1921, remarked 
that the “bases in law for different regulations were varied, and in some cases 
doubtful,” and emphasized the processes of negotiation by which the Government 
and industry arrived at prices.** In point of fact, there was little about the agree- 
ments which was voluntary—they were entered into under thinly-veiled compul- 
sion, the threat of commandeering. Mr. Baruch himself bluntly recognized this 
fact in later years, when he admitted that universal compliance with the price 
regulations was obtainable only with the aid of potential compulsion, and that 
“price-fixing by agreement” was as much of a euphemism as calling conscription 
“selective service” and referring to registrants for the draft as “mass volunteers.”* 

The attempts of the War Industries Board to fix prices (limited, as heretofore 
noted, largely to raw materials) did not achieve very much in the way of limitation 
of profits.“ The Government in World War I ultimately relied almost entirely 
upon the excess-profits tax to eliminate excessive profits. It took the nation some 
little time, however, to come to this conclusion and to work out adequate tax laws. 


c. Excess-profits Taxes 


Mention has heretofore been made of the excess-profits tax imposed in March, 
1917.7 This statute was soon superseded by the War Revenue Act of 1917," 
which was retroactive for the period the March law was in effect, and applied to 
all business, whether carried on by individuals, partnerships, or corporations. The 
tax was computed on the net income in excess of a specifically defined normal 
return (the average rate of return of the business in the years 1911-1913), not to 
exceed 10 per cent or be less than 7 per cent upon invested capital plus a specific 
credit. The rates of tax (varying from 20 per cent to 60 per cent) were graduated 
according to the amount by which the net income in excess of the designated 
normal return (rate) on invested capital exceeded specified percentages of the tax- 
payer’s invested capital. The rate of tax on an individual or occupation “employ- 
ing” no invested capital or not more than a nominal capital was a flat 8 per cent 
of the net income in excess of $6000. 

These taxes did not adequately get at the large scale profits enjoyed by the larger 
Government contractors. President Wilson in a message to Congress on May 27, 


“* BaRucH, supra note 26, at 72 et seq. 

“5H. R. Doc. No. 163, 72d Cong., 1st Sess. (1931) 817 (Hearings Before War Policies Commis- 
sion). The legal section of the War Industries Board on June 18, 1918, concluded that a threat to 
commandeer expressed in the form of a contract to induce the fixing of the price did not constitute 
duress. Abels, supra note 41, at 684. 

“© GrosvENoR B. CLARKSON, INDUSTRIAL AMERICA IN THE Wortp War (1923) 322; FTC report, 


supra note 37, passim. 
“7 Supra note 22. .  * Act of October 3, 1917, 40 STAT. 300. 
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1918, indicated the need for a new tax bill to curb the profiteering which he noted 
was indisputable.*® Shortly thereafter, the Senate passed a resolution requiring 
the Secretary of the Treasury to submit information on war profits, specifically, to 
report all corporations which had earned over 15 per cent on their capital stock in 
1917, and the 1916 profits of such corporations.*° On June 10, 1918, another reso- 
lution was passed (both resolutions having been submitted by Senator Borah), 
directing the Federal Trade Commission to report on profiteering.*' The Com- 
mission’s report was specific in indicating that profiteering existed in many lines.™ 
Pursuant to the earlier resolution, the Treasury Department’s report was submitted 
on July 5, 1918; it showed high profit percentages and large salaries.®* 

After obtaining these factual studies, Congress finally enacted a tax law which 
in effect carried out President Wilson’s program. 

The 1918 law changed the coverage of the tax to include only corporations.™ 
The 1918 law set up a new standard of normal income and added a war-profits 
tax to be paid to the extent that it exceeded the excess-profits tax. The war-profits 
tax was 80 per cent of the excess of the net income of the taxpayer over the war- 
profits credit, which consisted, roughly speaking, of an average of the income for 
the three pre-war years (1911-1913) plus $3000, with the further provision that the 
minimum war-profits credit should be 10 per cent of the invested capital. The 
result of the application of this rather complicated formula, as was pointed out by 
the Nye Committee,*® was that corporations with meager pre-war incomes were 
assured of at least a 10 per cent return, free from the war-profits tax, but if they 
were fortunate enough to have a high rate of earnings before the war they were 
enabled to get an additional exemption. The 80 per cent rate of the war-profits 
tax was thus not imposed upon the entire profits of the corporation, but only upon 
the excess over the average pre-war income. 

The 1918 tax act retained the excess-profits tax as an alternative, to be paid if it 
was higher than the war-profits tax. The maximum excess-profits tax rate was 65 
per cent, and the excess-profits credit was fixed at 8 per cent of the invested capital 
for the taxable year plus $3000. 

The excess-profits tax was retained after the war with reduced rates. The 80 
per cent rate and the war-profits credit were abandoned, and the maximum excess- 
profits rate was dropped to 4o per cent for 1919 and 1920. While the rates were 


*°56 Conc. Rec. 7115 (1918). 

5° Sen. Res. No. 253, 56 Conc. Rec. 7231 (1918) (65th Cong., 2d Sess.); id. at 7419 (1918). 

51 Sen. Res. No. 255, 56 Conc. Rec. 7558 (1918) (65th Cong., 2d Sess.). 

52 Sen. Doc. No. 248, 56 Conc. Rec. 8458-62 (1918), also printed in Hearings before House Com- 
mittee on Military Affairs on H. R. 3 and H. R. 5293, 74th Cong., 1st Sess. (1935) 604 et seq. Later 
the Commission made reports on profits in several industries, e.g. Cosr REPORTS OF THE FEDERAL ‘TRADE 
Commission—CoppeErR, June 30, 1919. 

58 Sen, Doc. No. 259, 56 Conc. Rec. 8671 (1918). 

®¢Revenue Act of 1918, 40 Stat. 1057 (approved February 24, 1919). 

*5'The House Ways and Means Committee recommended this action because of the administrative 
difficulties in administering the excess profits tax as to individuals and because of the feeling that the 
heavy income surtaxes would render substantial justice between individual and corporate taxpayers. 
5®Sen. REP. No. 577 on H. R. 5529, 74th Cong., rst Sess. (1935). * 
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thus reduced for the years after 1918, the Revenue Acts did contain a provision 
designed to continue the application of the 1918 war-profits tax rates to profits on 
war contracts entered into during the period April 6, 1917, to November 11, 1918, 
Under the 1918 act the net income remaining after the deduction of the war-profits 
and excess-profits taxes was subjected to a normal corporation tax of 12 per cent 
for 1918 and ro per cent for 1919 and 1920. The excess-profits tax expired in 1921. 


The pivotal figure in the computation of the excess-profits tax was, of course, 
the computation of invested capital. Invested capital was made up on an historical 
or cost basis—it included cash paid in for shares, paid in or earned surplus and 
undivided profits (not including surplus and undivided profits earned during the 
year) but excluded borrowed capital and any assets (such as corporate shares) 
the income from which was not included in computing taxable profit. Assets 
were valued at original cost, revised by the depreciation or depletion allowed. If 
not acquired by purchase, they were taken at their actual cash value at the time of 
acquisition, but rigid limitations were imposed upon the value of good will and 
other intangible assets paid in for stock or shares. Any writing up of assets through 
revaluation, reorganization after March 3, 1917, or otherwise was in general for- 
bidden, and corporations which had written up their assets or reorganized before 
this date secured an enormous advantage thereby. It was extremely difficult to 
work out invested capital in a large number of cases, and there was a great deal 
of litigation on this issue.*” 

Mr. Baruch told the War Policies Commission that the World War excess- 
profits taxes could not capture profits due to price rises and, indeed, increased 
inflation because they took less than 100 per cent of profits in excess of the normal 
return. 

As a revenue measure, the excess-profits tax appears to have been successful in 
World War I. Its yield became the largest source of revenue apart from borrow- 
ings; the average yield of the tax during the three-year period 1917 to 1919 was 
almost $2,000,000,000, or more than one-fourth of the entire ordinary receipts of 
the Government. Apparently it was paid during the war without too much com- 
plaint or hardship, in part because of the enormous profits being made by Govern- 
ment contractors, and in part because of the relief provisions of the law and 
administrative regulations. ‘The World War excess-profits tax was administered 
as a tax measure to bring needed funds into the Treasury. The Assistant Secretary 
of the Treasury estimated that taxes during the war absorbed about 70 per cent of 

°T The Nye Committee points to the history of the Newport News Shipbuilding and Dry Dock Com- 
pany’s controversy with the Government on this subject. It took until 1931—14 years—to settle the 
company’s 1917 taxes because of the difficulties of determining invested capital, and then settlement was 
made by the Bureau of Internal Revenue only because it finally gave up and decided that it could not 
determine the company’s invested capital but would make a special assessment. Under the assessment, 
the exemption was the same percentage of the company’s net income as the average exemption of 


representative concerns in the same or similar business was of the average net income of such concerns. 


Sen. Rep. No. 944, Pt. 2, 74th Cong., rst Sess. (1935) 21. 
58 F7, R. Doc. No. 163, 72d Cong., rst Sess. (1931) 798 (Hearings before War Policies Commission). 























Prorit Limitation Controts Prior To THE PRESENT War 199 


the increase of the average profits of the war years over the average profits for the 
years immediately before the war. The Nye Committee challenged these figures 
and calculated that only 44 per cent of the increase of war-years profits over pre-war 
profits was taken in taxes. Whichever percentage is taken, it is evident that 
there was a very wide margin for substantially increased profits arising out of the 
war. The controversies as to the taxes appeared to arise largely in the post-war 
years when the taxpayer might be confronted with additional claims for taxes, not 
contemplated during the war when he paid taxes, however patriotically, on the 
basis of his own returns. 


After 1919, as profits declined, the law was subjected to considerable attack and 
many taxpayers collected large refunds. In 1920, Secretary of the Treasury Houston 
described the complexities of the income and profits taxes as “clogging the admin- 
istrative machinery and threatening, indeed, its possible breakdown.” Tax evasion 
and tax avoidance became far more prevalent after the war.™ 

The excessive administrative burden of the World War I excess-profits tax, the 
difficulties with invested capital determinations, the rigidity of the application of 
the tax, and its failure to reach a large segment of war profits, all indicate that the 
excess-profits tax, on the basis of such World War experience, is not alone suff- 
cient to cope with the problem of war profits. 


IV. ConsipERATION OF War Prorir Limitations BETWEEN THE Two Wars 


Following the first World War the Government returned to competitive bidding 
as the method for keeping profits down on Government contracts. This was the 
major safeguard until 1940, although with the passage of the Vinson-Trammel Act 
in 1934, Congress applied the percentage of cost limitation of profits formula to a 
substantial dollar volume of Government contracts. In 1940, Congress turned again 
to the excess-profits tax as a means of attacking the limitation of profits on a general 
basis. The excess-profits tax, plus certain statutes limiting profits on cost-plus-a- 
fixed-fee contracts to specified percentages, constituted the main instrument of profit 
limitation up to the passage of the renegotiation statute on April 28, 1942. 


During the 23-year period between the armistice ending World War I and the 
outbreak of the present war, Congress considered approximately 200 bills and reso- 
lutions dealing, in one way or another, with the limitation of war profits. Of this 
number, less than one-fourth received serious consideration. No bill dealing with 
the entire problem of war profits became law. Certain statutes were enacted lim- 
iting profits to fixed percentages of price or cost of some munitions, but these 
statutes were peacetime measures, not designed to deal with war profits. The 
Second Revenue Act of 1940, imposing an excess-profits tax, may be described as 


5° H. R. Doc. No. 163, 72d Cong., rst Sess. (1931) 689, 690 (Statement of Arthur Ballantine to 
the War Policies Commission). 

Sen. Rep. No. 944, Pt. 2, 74th Cong., rst Sess. (1935) 13-15. 

* Id. at 44 et seq. 
2.56 SraT. 245, 41 U. S. C. A., note prec. §1 (Supp. 1942). 
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an effort to limit profits on war contracts. Reliance was placed on the excess-profits 
tax in the period between October 8, 1940 (date of approval of the Revenue Act) 
and the enactment of the renegotiation statute (April 28, 1942). 


a. 1919-1934 

The investigations conducted during this period between the two wars indi- 
cated much criticism of and dissatisfaction with the attempts at profit limitation 
during World War I. It was not until 1924 that Congress began to study certain 
bills designed to limit war profits. Meanwhile, some effort had been made to set 
up a planning agency to program more efficiently the mobilization of industry in 
the event of war. Because of the shockingly poor record of the Government in 
World War I in getting munitions to the actual theaters of combat,®* the immedi- 
ate consideration for the armed services was the establishment of some overall 
program for the rapid transformation of industry to wartime production. 

The National Defense Act of 1920°* was the first result of this pressure to 
increase the efficiency of wartime procurement and it directed the Assistant Secretary 
of War to make “adequate provision for the mobilization of material and indus- 
trial organizations essential to wartime needs.” ‘The War Department expended 
considerable effort in drawing up a program of industrial mobilization for war. 
While elements of the program were utilized as the nation prepared for the present 
war, it was never put into operation. By joint order of the Secretaries of War and 
the Navy, the Army-Navy Munitions Board was established in 1922 to coordinate 
procurement by the two services.®* All of these efforts were directed primarily at 
a more efficient and speedy method of wartime procurement; the planning did 
touch upon the prevention of war profits, but this essentially more difficult (though 
less important) problem was not emphasized. 

The American Legion was instrumental in 1922 in having introduced in Con- 
gress the Capper-Johnson bill to deal with limitation of war profits.®’ This bill 
was sweeping in its terms, and while efforts were made to secure favorable action 
upon it, the Congress did not consider it.** At the same time, Representative John 
J. McSwain of South Carolina introduced a joint resolution to create a special Fed- 
eral Commission to investigate the whole subject of war profits and to recommend 


®8 'TNEC MonocraPH No. 19, supra note 24, at 53. 

®4 41 Stat. 759, 764, 765 (1920). ® Rep, Sec’y War (1937) 27. 

°° The Joint Board (established by a joint order of the Secretaries of War and of the Navy, dated 
July 17, 1903) established the Army-Navy Munitions Board by letter of June 27, 1922, approved by the 
Secretaries of War and of the Navy on June 29, 1922. By Executive Order 9024 of January 16, 1942, 
the Army-Navy Munitions Board was directed to report to the President through the Chairman of the 
War Production Board. By organization order of February 21, 1942, the Under Secretaries of War and 
of the Navy established the membership of the Board as the Under Secretaries and a civilian chairman 
appointed by them. 

°7H. R. 13201, 67th Cong., 4th Sess., introduced December 6, 1922. The American Legion looms 
rather large in actively sponsoring or supporting many of the efforts to control war profits; it was instru- 
mental in having a number of bills introduced in the middle 30's. 

°8 H.R. Rep. No. 808 on H. R. 6704, 75th Cong., 1st Sess. (1937), a report of the House Military 
Affairs Committee. 
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legislation.©° Both the Republican and Democratic party platforms in 1924 con- 
tained plans for the mobilization of industry in time of war and the control of 
profits to be realized from war production. The American Legion, among others, 
continued to press for favorable action in this matter, and finally in 1930, the 
McSwain Resolution, then known as the Wainwright-Snell Resolution, was passed.” 

Prior to this time, however, the Congress had not given any very serious atten- 
tion to the elimination of war profiteering. In 1924 and in 1928 the Committee on 
Military Affairs of the House of Representatives had held hearings on several com- 
prehensive bills dealing with war mobilization and elimination of profiteering, but 
no action was taken on these bills.” 

Thus, the attempt to come to grips with the lack of organization and confusion 
which characterized the first months of World War I culminated in the passage 
of a resolution which created a commission “to study and consider amending the 
constitution of the United States to provide that private property may be taken by 
Congress for public use without profit during war and methods of equalizing the 
burdens and to remove the profits of war, together with a study of policies to be 
pursued in event of war.” The Joint Executive and Congressional Commission, 
the so-called War Policies Commission established pursuant to this resolution, con- 
ducted extensive hearings, brought out the inadequacies of the procurement pro- 
cedures of World War I (particularly through the testimony of Mr. Bernard M. 
Baruch), and made several reports to Congress. Its recommendations were pri- 
marily concerned with setting up methods of speedy and orderly procurement. It 
endorsed the decision to abandon competitive bidding of war munitions in time of 
war.’ The War Policies Commission did enter the field of profit limitation in 
recommending that a constitutional amendment be passed to eliminate all doubts 
as to the power of Congress to prevent profiteering, and further, that in time of 
war individuals and corporations be taxed 95 per cent of ail the income above the 
previous three years’ average."* There is no doubt that world-wide economic and 
political unrest spurred the Congress and the War Policies Commission to consider 
more carefully and intensively the procurement and economic problems attendant 
upon war. The Creditanstalt crashed in Vienna in 1931; Japan in the same year 
attacked Manchuria, and in 1933 withdrew from the League of Nations. 

In 1932, the Senate took up the recommendation of the War Policies Commis- 
sion that a tax of 95 per cent of excess-profits tax be imposed in time of war, by 
passing Senate Resolution No. 180," which referred such recommendation to the 


°° FH, J. Res. 400, 67th Cong., 4th Sess., introduced December 6, 1922. 

70 Pus. Res. No. 98, 71st Cong., 2d Sess., approved June 27, 1930, 46 Star. 825. 

"1 House Committee on Military Affairs: Hearings on H. R. 4841, H. R. 8111, H. J]. Res. 128, 68th 
Cong., rst Sess. (March 11, 13, 20, 1924); Hearings on H. R. 455, H. R. 8313, H. R. 8379, 7oth Cong., 
Ist Sess. (1928). Cf. also, before Senate Military Affairs Committee, Hearings on S. 1620, 69th Cong., 
Ist Sess. (1926); SEN. J. Res. 20, 71st Cong., 1st Sess. (1929). 

72 Rep, War Poticies ComM., H. R. Doc. No. 163, 72nd Cong., rst Sess. (1931); id. H. R. Doc. No. 
264, 72nd Cong., 1st Sess. (1932). ™H, R. Doc. No. 163, 72nd Cong., 1st Sess. (1931) 363. 
™ H.R. Doc. No. 264, 72nd Cong., rst Sess. (1932). 
© Adopted March 8, 1932, 72nd Cong., rst Sess. 
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Secretary of the Treasury for his comments and opinions. The response of the 
Secretary of the Treasury indicated that he did not believe enactment of such a tax 
would solve the problem.”® He began by pointing out that the “ideal war-income 
tax would bring into the Treasury the entire amount of profits due to the war.” 
The Secretary reviewed the World War I experience with excess-profits taxes and 
concluded that on the basis of such experience the suggestion to tax 95 per cent of 
all income above the three-year average prior to the war was unworkable. Por- 
tions of the excess profits, he noted, were in the form of inventories and improve- 
ments or additions to factories; a five per cent margin was too small a safety factor 
in view of the inevitable inaccuracies in calculating profits; invested capital as a 
basis for measuring the excess of income was very unsatisfactory and “should not 
be used again except as a last resort”; and the suggested rate might work great 
hardships in the case of individuals and encourage the payment of excessive salaries 


by corporations. 
b. The limitation of the Vinson-Trammel Act 


Following the reports of the War Policies Commission and of the Secretary of 
the Treasury with respect to the Commission’s excess-profits tax recommendation, 
a number of bills and resolutions dealing rather generally with profit limitation 
were introduced. The request in 1934 that the Congress appropriate funds to build 
up the Navy to its treaty strength was the occasion for a spirited discussion in the 
Congress as to the limitation of profits on munitions and led ultimately to the 
incorporation in the Vinson-Trammel Act, authorizing the expansion of the Navy, 
of a flat percentage limitation of profits.” The proposal to build up the Navy 
brought forth a considerable amount of criticism.”® The whole matter of the 
excessive profits enjoyed in the first World War was brought very much to the 
fore, and the Congress, which had in the years following World War I done little 
except authorize one major investigation, finally resolved to take some steps to limit 
profits. Shortly after H. R. 6604, the Vinson-Trammel bill, became law (March 
27, 1934), the Senate debated and passed a resolution authorizing Senator Nye 
to begin his investigations of the munitions industry.” 

Section 3 of the Act to establish the Composition of the Navy (the Vinson- 
Trammel Act) provided that the Secretary of the Navy should not make contracts 
for the vessels therein authorized unless the contractor agreed to pay into the 
Treasury all profit, as determined by the Treasury Department, in excess of 10 


7° Srn. Doc. No. 105, 72nd Cong., 1st Sess. (1932) (Letter from the Secretary of the Treasury in 
response to S. Res. No. 180). 

77 48 Stat. 505 (1934), 34 U. S. C. 1940 ed. §496. 

"8 The President had authorized the use of some $238,000,000 of P.W.A. funds for building ships 
for the Navy, and the subsequent request by the Secretary of the Navy for additional funds aroused a 
general discussion of naval policy and of profits on naval shipbuilding. 78 Conc. Rec. 1586 ef seq., 
1601 (1934). Senator Borah delivered his “Take the Profits out of War” speech. 78 Conc. Rec. 3688 
et seq. (1934). 

7 Sen. Res. No. 206, 73rd Cong., 2d Sess., adopted April 12, 1934. 
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per cent of the total contract price. Any subdivision of a Navy contract or sub- 
contract”? thereunder involving an amount in excess of $10,000 was to be subject 
to the conditions to which the prime contractor agreed. The Act further pro- 
vided that, if the excess profit were not voluntarily paid, the Secretary of the Treas- 
ury might collect it by the methods usually employed for collecting income taxes.®! 
The contractor was to make available for inspection and audit all books and rec- 
ords. The method of ascertaining the amount of excess profit was to be determined 
by the Secretary of the Treasury in agreement with the Secretary of the Navy;*? 
credit was to be made for Federal income taxes paid or to be paid on the amount 
of such excess profit.®* 

As the method of percentage profit limitation was the only method put into 
operation by Congress for the period 1934-1940, the chronological discussion of the 
various proposals for limiting profits is interrupted to give a brief résumé of the 
Vinson-Trammel type of limitation during that period. By the Act of June 25, 
1936, the Vinson-Trammel Act was amended to make it somewhat more flexible.** 
This amendment provided that the 10 per cent limitation should be applied to the 
total contract prices of all contracts made during the taxable year; thus, losses on 
some contracts could be offset against excess profits on others. Also provision was 
made allowing net losses on contracts for the preceding taxable year to be deducted 
in determining net profits for the current taxable year. 

When Congress determined to build up the merchant marine, it incorporated 
in the Merchant Marine Act of 1936 the 10 per cent limitation of the Vinson- 
Trammel Act as to contracts for the construction of merchant ships by the Mari- 
time Commission.8® The Merchant Marine Act added certain directions as to 
computing costs and excess profit. No salary of more than $25,000 per year was 
to be considered a part of the cost of building a ship in computing excess profit;** 
furthermore, the Maritime Commission was directed to scrutinize construction 

8°In Aluminum Co. of America v. Commr. of Internal Revenue, 47 B. T. A. 543 (1942), the Board 
of Tax Appeals narrowly construed the word “subcontract” appearing in the statute. The case is pend- 
ing on appeal to the Circuit Court of Appeals for the Third Circuit. 

*) The Revenue Act of 1939, approved February 10, 1939, specified that the Secretary of the Treasury 
should collect excess profits not voluntarily paid as required by the Vinson-Trammel Act and that all 
provisions of the Revenue Act of 1934, 48 Stat. 683 (1934), including penalties, were to be applicable. 
53 Stat. 112 (1939), 26 U. S. C. 1940 ed. §§650, 651. 

®2The first joint order determining the method of ascertaining the amount of excess profit was 
T. D. 4434 issued in May, 1934. This was amended by T. D. 4723 (January 6, 1937) and T. D. 4861 
(September 19, 1938). T. D. 5000 was promulgated August 15, 1940, and thus was applicable only 
for 2 months. Until April, 1942, however, T. D. 5000 was applied as the basis for determining re- 


imbursable costs under most Army and Navy cost-plus-a-fixed-fee contracts; it is still used today, by 
the Army particularly, and for some Navy contracts. 

88 Cf. Section 3806 of the Internal Revenue Code, added by the Revenue Act of 1942, 56 Star. 798, 
26 U. S. C. A. §3806 (Supp. 1942), with respect to renegotiation. 

84 49 Srar. 1926 (1936), 34 U. S. C. 1940 ed. §496. 

85 49 Stat. 1985, 1998 (1936) §505, 46 U. S. C. 1940 ed. §1155. 

8° Cf. par. 45 of EXPLANATION OF PRINCIPLES FOR DETERMINATION OF Costs UNDER GOVERNMENT 
Contracts, put out by the War and Navy Departments in April, 1942; this paragraph also provides 
for a top limit of $25,000 on salaries as allowable cost under a Government contract. 
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costs and overhead expenses to determine whether they were = just, and not in 
excess of a reasonable market price.”®” 

The Act of April 3, 1939%° first extended the percentage profit limitation to 
cover Army aircraft contracts. The Vinson-Trammel Act was further amended 
to provide that the 10 per cent of the contract price limitation applied only to 
naval vessels, and that 12 per cent was to be allowed on contracts for military or 
naval aircraft. This statute also specified that a net loss or deficiency in profit, 
due to failure to earn the permitted 12 per cent in any taxable year, might be 
deducted during the next four taxable years in determining the excess profits. Also, 
in this same month of April, 1939, the Secretary of the Navy was authorized to 
enter into defense construction contracts on a cost-plus-a-fixed-fee basis, with the 
fee limited to 10 per cent of the cost of the contract exclusive of the fixed fee.® 

Public Law No. 671, 76th Congress, approved June 28, 1940 (the Navy “Speed- 
Up” Act),°° completed the experimentation with the Vinson-Trammel Act. This 
Act changed the percentages to define excess profit as that in excess of 8 per cent 
of the total contract prices completed within a taxable year, or 8.7 per cent of the 
total cost of performing such contracts, whichever was the lower, and to limit the 
application of the Act to contracts in which the award exceeded $25,000 ($10,000 
previously).°* It may be said that all of these statutes establishing percentage 
limitations (with the possible exception of the last) were straight peacetime meas- 
ures, not designed to deal with profits of contractors under a full wartime procure- 
ment program. 

On September 9, 1940, the profit limitation provisions of the Vinson-Trammel 
Act, as amended, were limited to contracts for the construction of naval vessels.®” 
With enactment of the Second Revenue Act of 1940 (October 8, 1940), the Congress 
attempted to attack the problem of profits generally on munitions contracts by means 
of the excess-profits tax,®® and accordingly it suspended the profit limitation statutes 
applicable to all Army and Navy and to most Maritime Commission contracts and 
subcontracts, entered into after December 31, 1939, or uncompleted on that date by 
contractors and subcontractors subject to the excess-profits tax imposed by Title II 
of the Revenue Act.** 

The Vinson-Trammel Act and its amendments must be written off as a failure, 


87 See regulations by the Maritime Commission under Merchant Marine Act, Prentice-Hatt, Gov- 


ERNMENT CONTRACTS, par. 22, 987. 

88 53 SratT. 555, 560 (1939) §14, 34 U. S. C. 1940 ed. §496. 

5° Act of April 25, 1939, 53 STAT. 590, 591. 

°° 54 Strat. 676, 677 (1940), 41 U. S. C. 1940 ed., note prec. §1. 

*? Regulations were prepared jointly by the War, Navy and Treasury Departments: T. D. 4906, 
4909 and 5000 (June 23, 1939, June 28, 1939, August 15, 1940). 

°254 Strat. 875, 883 (1940), 41 U. S. C. 1940 ed. note prec. §1. 

°° FT, R. Rep. No. 2894, 76th Cong., 3d Sess. (August 29, 1940), a report of the House Ways and 
Means Committee on H. R. 10413. 

**The Treasury Regulations on limitation of profits were suspended. Cf. T. D. 5034 (1941). 
T. D. 5000, however, is still used by the Navy Department in determining allowable costs under some 
cost-plus-a-fixed-fee contracts. The Vinson-Trammel Act provisions may be revived by proclamation of 
the President or joint resolution of Congress. 
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even in peacetime, in accomplishing any effective profits control. According to a 
statement of the Treasury Department, the net amount assessed under the Act on 
contracts for Navy vessels and aircraft up to August 31, 1942, was roughly $7,450,000, 
and on Army aircraft contracts for the same period, $70,000.°° As plans for vastly 
increased procurement of war munitions were made after the fall of France in 1940, 
it was established that the Vinson-Trammel Act limitations were making shipbuild- 
ers and aircraft manufacturers reluctant to enter into contracts and were definitely 
delaying the war program.®® Investigations of profits on the contracts of the armed 
forces, after suspension of the Vinson-Trammel Act, have quite conclusively 
established that the Act was ineffectual to prevent very large profits to certain 
contractors.*” 


c. Investigations and Discussion, 1934-1940 


During this period 1934 to 1940, when the percentage profit limitation statutes 
were in force, the Congress did consider a number of other methods for eliminating 
excessive profits of war contractors. The Nye Committee’s reports constituted 
perhaps the most exhaustive investigation of war profits limitations; the Commit- 
tee was extremely critical of the ineffectiveness of the World War I attempts to 
limit profits, and seriously considered nationalizing the American munitions in- 
dustry.°® The Congress was conscious of war profits during this period as it had 
never been before. Again its activities should be viewed in the perspective of 
international events—in 1935 Mussolini marched into Ethiopia; in 1936 Spain be- 
came embroiled in civil war; and in 1937 Japan began to wage “active” war against 
China and Hitler started the series of moves which led to Munich and the out- 
break of European war. Despite the publicity surrounding the Nye Committee 
hearings and the vast amount of literature to the effect that the munitions-makers 
had pushed the nation into World War I, the Congress was not unaware of the 
possibility that the nation might be drawn into some future war. Certainly there 
had never been so much study before any other war in our history as to the most 
efficacious war mobilization and control of the war economy. 

On March 2, 1934, about a month before the Nye Committee was established, 
the House had passed House Resolution No. 275 (73d Congress), authorizing the 
House Military Affairs Committee to investigate alleged profiteering on Govern- 
ment contracts, particularly Army aircraft contracts. The preamble to this reso- 
_lution as originally introduced indicated that it was passed in part because there 

°5 Statement by the Treasury Department submitted by Senator Walsh, Hearings before a Subcom- 
mittee of the Senate Finance Committee on Section 403 of Public Law 528, 77th Cong., 2d Sess. (Sep- 
tember 29 and 30, 1942) 96. 

°° See debate on the 1940 excess-profits tax bill, 86 Conc. Rec. 11, 243 (August 29, 1940). 

°7 Cf. Sen. Rep. No. 480, Pt. 5, 77th Cong., 2d Sess. (January 15, 1942) 87 (Truman Committee); 
H. R. Rep. No. 1634, 77th Cong., 2d Sess. (January 20, 1942), a report of the House Naval Affairs 
Committee pursuant to H. Res. No. 162. 

°8 Sen. Rep. No. 944, Pts. 4, 5 and 7, 74th Cong., 2d Sess. (1936). See S. 2603, 75th Cong., 


Ist Sess., introduced by Senator Nye on June 8, 1937, providing ~~ the Secretaries of War and of the 
Navy should acquire facilities to supply all war munitions. 
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were “a number of bills pending before the Committee on Military Affairs of 
utmost importance to the problem of national defense in general, and to the opera- 
tions of the War Department.”” 


1. H.R. 5529, 74th Congress (1935)—American Legion Bill 


H. R. 5529, 74th Congress, introduced by Representative McSwain of South 
Carolina February 7, 1935, apparently was the first comprehensive bill to mobilize 
production in time of war and to take the excessive profits out of war production 
which was extensively considered by both Houses.’ Title I of this bill comprised 
a complete revenue act for wartime purposes. As passed by the House of Repre- 
sentatives on April 11, 1935, section 8 of Title 1 provided that “upon the declara- 
tion of war there shall be imposed a tax of 100 per centum of all excess profits that 
may be earned during said period of war as defined in this Act.” After passage 
by the House the bill was referred successively to the Nye Committee, the Senate 
Military Affairs Committee and the Senate Finance Committee, all of which held 
hearings and made reports upon the bill. The Nye Committee concluded that 
H. R. 5529, as approved by the House, relied primarily upon price-fixing to control 
profits, and recommended that a comprehensive excess-profits tax be adopted as 
the most useful weapon to limit war profits..°! The Nye Committee, it is true, 
also considered the excess-profits tax as vital for producing revenues to finance the 
war. After the bill had been very drastically revised by the three Senate Commit- 
tees, it was allowed to lapse in the Senate. 

Meanwhile, the House in January, 1935, had held hearings on two bills ap- 
proaching the limitation of profits as a part of a broad scheme of economic mobil- 
ization in time of war; these hearings are instructive in bringing out some of the 
shortcomings of World War I attempts.’°? These two bills were never reported 
out by the House Committee, apparently because other bills covering the same 
subject matter were receiving major consideration at the time. 

°° The preamble was stricken when the resolution was adopted, 78 Conc. Rec. 3622 (1934). This 
resolution was prompted in large part by the accidents which occurred following the take over of the 
air-mail routes by the Army. See 78 Conc. Rec. 3613-3622 (1934). The authority granted the Com- 


mittee by this resolution was extended by H. R. Res. No. 59, 74th Cong., adopted January 18, 1935. 

100 This bill was sponsored by the American Legion, and also by Mr. Baruch. Cf. H. R. Rep. No. 
808 on H. R. 6704, 75th Cong., 1st Sess. (1937) 2. 

101 Sen. Rep. No. 577, 74th Cong., 1st Sess. (May 3, 1935) (also printed with the report of the 
Senate Military Affairs Committee, Sen. Rep. No. 889, 74th Cong., 1st Sess., June 14, 1935). The 
Senate Military Affairs Committee considered primarily the industrial mobilization features of the bill 
and recommended that the tax provisions be referred to the Senate Finance Committee. SEN. Rep. No. 
889, 74th Cong., 1st Sess.. (June 14, 1935). The Finance Committee considered the measure both as 
a means of eliminating excessive profits and as a means of providing revenues. SEN. Rep. No. 2337, 
74th Cong., 2d Sess. (June 10, 1936). It rewrote the tax provisions of H. R. 5529 almost entirely. 
The Finance Committee provided for amortization of war facilities, contrary to the recommendations 
of the Nye Committee. Sen. Rep. No. 2337, supra, at 17. 

102 Hearings Before the Committee on Military Affairs on H. R. 3 and 5293, 74th Cong., rst Sess. 
(1935) (Taking the Profits out of War). 
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2. War Department Industrial Mobilization bills (1935) 


The War Department had prepared industrial mobilization and draft bills which 
were to be submitted to Congress upon a declaration of war. These bills were 
introduced in the Senate without prejudice early in 1935, in order to stir up dis- 

cussion prior to the outbreak of any war.’ They were referred to the Nye Com- 
. mittee, which reported upon them on June 2, 1935.’°* The Committee noted that 
the proposed legislation relied primarily on price-fixing and taxation “to check 
profiteering by industry in general and to eliminate the basic war evils of inequality 
and inflation”*”° and warned that neither of these methods could provide an 
adequate answer to excessive war profits. 


3. Sheppard-May bill, Nye bill, and related bills (1937 and 1938) 


The next major consideration of the economic problems raised by war and of 
the elimination of excessive profits was the Sheppard-May bill, introduced in both 
houses on January 6, 1937.1 

The Sheppard-May bill was sponsored by the American Legion and was also 
supported by Mr. Baruch and the Secretaries of War and the Navy.’ Section 9 
of the Senate bill specified that upon the declaration of war “there shall be im- 
posed a tax of 95 per centum of all income above the previous three-year average, 
with proper adjustments for capital expenditures for war purposes by existing or 
new industries.” The Secretary of War made the following rather oblique com- 
ment about this provision: 


“Section g imposes an excess-profits tax to be effective during the period of war. The 
War Department refrains from commenting on this section, believing that other agencies 
of the Government are better qualified and have more direct responsibilities in connection 
with taxation measures. It is desired to emphasize, however, that any tax measure 
adopted must not remove the incentive to produce, and thus threaten the more vital 
activity of securing the munitions required in war.” 


Both the Secretary of War and the Secretary of the Navy suggested a number of 
amendments to the bill. The Secretary of the Navy stated in his letter to the 
Committee :*° 


208 War Department bills S. 1716-S. 1722, 74th Cong., 1st Sess. 

104 Sen. REP. No. 944, Pt. 4, 74th Cong., 2d Sess. (1935). 

105 Td. at 33. The approach of the War Department to profit limitation in these bills was much the 
same as that of the War Policies Commission. Cf. H. R. Doc. No. 271, 72nd Cong., 1st Sess. (1932). 

1068'S. 25, 75th Cong., rst Sess.; H. R. 1954, 75th Cong., rst Sess., the companion bill, was intro- 
duced by Representative Hill of Alabama on the same date. Nothing was done with H. R. 1954 by the 
i House Committee on Military Affairs, and Representative May of Kentucky reintroduced substantially 
the same bill, as H. R. 9604, 75th Cong., 3d Sess., on February 24, 1938. A somewhat similar bill, 
also sponsored by the American Legion (H. R. 6704, 75th Cong., 1st Sess.), was introduced by Repre- 
sentative Hill on April 27, 1937, and this bill was reported out by the Committee on May 12, 1937 
(H. R. Rep. No. 808, 75th Cong., 1st Sess.). H. R. 6704 in its tax provisions was very similar to the 
later May bill (H. R. 9604). Mr. Baruch supported all of these bills, and made some rather extrava- 
gant claims for H. R. 6704 (see H. R. Rep. No. 808, 75th Cong., 1st Sess. (1937) 5). 
707 See SEN. Rep. No. 480, 75th Cong., 1st Sess. (1937) 2 et seq. (Comm. on Mil. Affairs). 
ar ldcat 15. 209 7d. at 17. 
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“The current difficulties being experienced by all of the procurement agencies of the 
National Government due to the restrictive provisions of the Walsh-Healey Act (49 Stat. 
2036) as regards the employment of labor, and the Vinson-Trammel Act (48 Stat. 505), 
as amended by the act of June 25, 1936 (49 Stat. 1926), restricting the profits of Govern- 
ment contractors seem to indicate the necessity for the removal of these restrictions to 
insure the smooth operation of the Government procurement services in time of national 
emergency. 

“Tax provisions in any measure come solely within the purview of Congress, and, 
therefore, the only comment offered on section 9 is quoted from exhibit 1 of the first 
day’s hearings before a subcommittee of the Committee on Military Affairs, United States 
Senate, Seventy-fourth Congress, first session, on H. R. 5529, May 25 and 31, 1935, ‘that 
the tax provisions must not be of such a nature as to hinder the procurement of munitions 
when the necessity for their manufacture arises.’ ” 


Senators Nye and Lundeen of the Senate Military Affairs Committee submitted a 
minority report on the Sheppard-May bill,"?° in which they stated that the bill 
represented a “very peculiar kind of bargain. It offers something for every shade 
of believer in what ought to be done in time of war.” They criticized the excess- 
profits tax provisions, pointing out prophetically that our past history indicated 
that a period of several years of foreign war might elapse before our entry into it; 
that in such event there would be a substantial pre-war increase in prices and 
profits resulting from trade with the belligerents; and that to use the three years 
immediately preceding our entry into the war as the basis for determining exces- 
sive profits might result in the imposition of slight or no excess-profits taxes on 
many war contractors. 

In fact, Senator Nye’s views as to the proper type of war excess-profits type 
measure were embodied in S. 1331, introduced February 2, 1937."" Title I of this 
bill established a complete income tax act to supersede existing revenue acts in time 
of war. A tax of 100 per cent would be levied on that portion of a corporation’s 
net income in excess of 6 per cent of the adjusted declared value of its capital 
stock (thus attempting to avoid the alleged disadvantages of using either invested 
capital or the three-year income average prior to the declaration of war as a basis 
for computing excess-profits)."? The Senate did nothing with this bill, which 
presumably embodied the views of the Nye Committee, based on its investigations, 
as to the most efficacious methods of controlling war profits." 


3120 Td. at 20. 

111 45th Cong., 1st Sess. (1937). Senators Clark (Mo.), Bone (Wash.), Vandenberg (Mich.) and 
Pope (Idaho) were also sponsors of this bill. At this same time, Senator Connally, then Chairman of 
the Senate Finance Committee, introduced a war tax bill—S. 1248, 75th Cong., 1st Sess., introduced 
February 1, 1937. This bill prescribed a lower schedule of tax rates than the schedule provided in the 
Nye bill, and based its corporate tax upon a percentage of the undistributed net income. Senator 
Connally in 1939 reintroduced substantially the same bill as S. 2160, 76th Cong., 1st Sess. (introduced 
on April 13, 1939). 

112 Various provisions were inserted in the bill to prevent undue deductions from gross income for 
salaries, selling costs, depreciation and depletion. Senator Nye’s bill also gave the President wide powers 
in the field of economic control; Title III authorized him to fix prices, determine priorities, license 
business, and requisition materials; other titles of the bill vested very broad controls over industry in 
the President. 

118 Excess-profits tax bills containing features of the Nye bill were introduced in both 1938 and 1939 
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The House version of the Sheppard-May bill provided with respect to taxation 
of war profits that there should be in effect “a system of taxation which shall absorb 
all profits above a fair normal return to be fixed by Congress,” and that the Sec- 
retary of the Treasury should make the studies required to formulate such a plan 
of taxation. The House Committee on Military Affairs did not report on the bill 
until March 1, 1938.1" The Committee was of the opinion that 100 per cent “of 
all profits shown to be due to war-time business conditions” should “be taxed out 
of the person, firm or corporation earning such excess profits,” noting that this 
recommendation was in accord with the earlier recommendations of the War 
Policies Commissoin.° The House bill (and, it must be granted, the Senate bill 
to a large extent) constituted merely a pious expression of hope as to eliminating 
excessive war profits, and offered no concrete means of effecting such elimination.”® 

Representative Maverick introduced on February 16, 1938 a companion bill to 
Senator Nye’s earlier bill** This bill contained only the tax provisions of the 
Nye bill and eliminated completely all of the industrial control provisions. Noth- 
ing was ever done with either bill. 

The reappearance of the May bill and the introduction of the Maverick bill 
were occasioned by the President’s message to the 75th Congress on January 28, 
1938,""* in which he stated: 


“I believe that the time has come for Congress to enact legislation aimed at the pre- 
vention of profiteering in time of war and the equalization of the burdens of possible 
war. Such legislation has been the subject for many years of full study in this and 
previous Congresses.” 


In response to the President’s message, a number of new bills were introduced in 
the early months of 1938 dealing with the limitation of war profits, but none of 
those bills was considered by the Congressional Committees.® The sole concrete 


—S. 3912, 75th Cong., 3d Sess., introduced April 27, 1938 by Senator Bone and 26 other Senators; and 
S. 1885, 76th Cong., 1st Sess., introduced March 21, 1939, by Senator Bone and 49 other Senators. 
Twelve bills introduced in the House early in 1939 were identical with the latter Senate bill (S. 1885)— 
H. R. 5176, 5177, 5183, 5184, 5230, 5233, 5234, 5274, 5290, 5316, 5317, and 5360 (all introduced 
between March 21 and 25, 1939). Both the Secretaries of War and of the Navy recommended against 
enactment of S. 1885 largely on the basis of the drastic change in the economic structure of the country 
which would be caused by making such a sweeping statute effective upon the outbreak of war. The 
Secretary of War recommended that the whole subject of excess profits be studied by the Treasury 
Department and legislation thereon be drafted and revised in peacetime, ready for presentation to Con- 
gress in emergency. See the letter of the Secretary of War dated May 5, 1939 and the letter of the 
Acting Secretary of the Navy dated June 7, 1939, 86 Conc. Rec. 8624, 8625 (1940). All of these bills, 
both Senate and House, were likewise tabled and forgotten. 

44H, R. Rep. No. 1870, 75th Cong., 3d Sess. (March 1, 1938). 

SS Td. at: 3. 

“Note the caustic remarks contained in the minority House report, submitted by Representatives 
Maverick, Anderson and Kale, id. at 15 et seq. 

“7H. R. 9525, 75th Cong., 3d Sess. (1938). Senator Nye’s bill, S. 1331, 75th Cong., rst Sess. 
(1937), is discussed above. 

418 83 Conc. Rec. 1188 (1938). To get the proper historical background it should also be noted 
that this message of the President called for an increased Navy. 

12° Note H. J. Res. 585, H. R. 9391, H. R. 9408, H. R. 9525 (the Maverick bill), H. R. 9604 (the 
May. bill), S. 3912, and H. R. 10912, 75th Cong., 3d Sess. o 
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result of this recommendation of the President was the passage of the Act of May 
17, 1938, amending the Vinson-Trammel Act and making it applicable to all con- 
tracts for the ships authorized for the increased Navy.’ 


4. Adoption of Excess-Profits Tax Act (1940) 


In 1939 and 1940, prior to enactment of the excess-profits tax, approximately 30 
bills were introduced dealing with limitation of war profits generally. As war was 
declared in Europe, and as war production mounted apace in this country, the 
Congress grew more and more insistent upon adoption of some form of excess- 
profits tax. With the consideration of the 1940 National Defense Tax bill in May 
and June, 1940, it was apparent that the Congress was going to pass some form 
of tax reaching profits on manufacture of munitions. Several amendments to the 
National Defense Tax bill’*? (which became the Revenue Act of 1940),!*!* which 
amendments would have provided a comprehensive tax plan for wartime profits, 
were adopted by the Senate but were eliminated from the bill in conference. The 
House Ways and Means Committee had reported out the bill without any excess- 
profits tax provisions of general application, but had remarked in its report’? that 
it had carefully considered proposals “to provide special amortization for national 
defense industries and to provide for the imposition of excess-profits taxes,” which 
it insisted should be considered together. It further noted that it had instructed 
its technical assistants and the Treasury officials to prepare legislation on these sub- 
jects which could be made applicable to the calendar year 1940. 

The Senate Finance Committee made some substantial changes in the bill, but 
added no new provisions.’** On June 19, 1940, when the bill was being debated 
on the Senate floor, Senator LaFollette offered as an amendment a new Title IV, 
providing for an excess-profits tax based on invested capital, with rates from 20 to 
40 per cent of excess-profits.** ‘This amendment was based on the 1921 excess- 
profits tax (which was merely a modification of the Revenue Act of 1918), and the 
experience of 1917 to 1920 with the excess-profits tax.!*° Despite the arguments 
raised that the matter should be more carefully considered, the Senate approved the 
LaFollette amendment.’** Senator Bone then offered as an amendment another 
“War Profits Taxation Act,” being in fact the old Nye bill of 1935,!27 which had 
been introduced and reintroduced a number of times. Senator Connally there- 
upon suggested as a substitute for Senator Bone’s amendment, his own bill for 
excess-profits taxes, which was a direct lineal descendant of the earlier bills which 


120 Cf, discussion, supra in text to note 77 ef seq. 

1211, R. 10039, 76th Cong., 3d Sess. (1940). 

1218 54 SraT. 516, 26 U. S. C. 1940 ed. §§12 ef seq. 

12217, R. Rep. No. 2491, 76th Cong., 3d Sess. (June 10, 1940) 3. 

128 Sen. Rep. No. 1856, 76th Cong., 3d Sess. (June 15, 1940). 

224 86 Conc. Rec. 8594 (June 19, 1940). 185 86 Conc. Rec. 8933 (June 22, 1940). 

126 86 Conc. Rec. 8607 ef seq., 8614 (June 19, 1940). 

187 86 Conc. Rec. 8619 ef seq. (June 19, 1940). Cf. S. 3912, 75th Cong., 3d Sess., introduced 
April 27, 1938, and S. 1885, 76th Cong., rst Sess., introduced March 21, 1939. 














Prorit Limitation Controts Prior To THE PRESENT War 211 


he had introduced.1*® Senator Connally’s amendment was adopted by the Sen- 
ate;?”® thus the bill as approved by the Senate contained two complete excess-profits 
tax measures. Both amendments were stricken in conference,!®® with the under- 
standing that the matter of excess-profits taxes would be studied intensively and 
that action would be taken in the near future. 

Shortly after approval of the Revenue Act of 1940, the President addressed a 
brief message to Congress as follows:'** 


“We are engaged in a great national effort to build up our national defenses to meet 
any and every potential attack. . . 

“It is our duty to see that the burden is equitably distributed according to ability to 
pay, so that a few do not gain from the sacrifices of the many. 

“I, therefore, recommend to the Congress the enactment of a steeply graduated excess- 
profits tax, to be applied to all individuals and all corporate organizations without 
discrimination.” 


H. R. 10413, the excess-profits tax bill, was introduced by Mr. Doughton on 
August 27, 1940. This bill dealt with three related features: (1) suspension of the 
profit limitations under the Vinson-Trammel Act;'*? (2) the provision of amortiza- 
tion for defense facilities; and (3) an excess-profits tax. The House bill was a 
rather complicated bill which allowed excess-profits to be measured by either of 
two methods: average income for the base period 1936-1939, or percentage of in- 
come for the base period to invested capital for the base period,’** with certain 
discriminations for corporations using the former method. The Senate Finance 
Committee attempted to simplify the House bill, and changed it very substan- 
tially°* The Senate Committee believed that the House bill, which was favored 
by the Treasury, was primarily a revenue raising bill rather than a prohibition of 
excessive war profits.®° The Senate bill seems to have been drafted with the idea 
that it achieved the “average-earnings” method of computing excess-profits, rather 
than the “invested-capital” theory. The bill as finally adopted by both houses was 
an extremely complicated measure which partook of both theories,’®* and clearly 


7128S, 1248, 75th Cong., 1st Sess., introduced February 1, 1937; S. 2160, 76th Cong., 1st Sess., 
introduced April 13, 1939; cf. 86 Conc. Rec. 8624, 8626 (1940). 

129 86 Conc. Rec. 8630 (June 19, 1940). 

180 Fy, R. Rep. No. 2697, 76th Cong., 3d Sess. (June 21, 1940), a Conference Report on H. R. 10039. 
The bill was enacted into the Internal Revenue Code, 54 Star. 516, 26 U. S. C. 1940 ed. §§12 ef seq. 

181 H, R. Doc. No. 854, 76th Cong., 3d Sess. (July 1, 1940), 86 Conc. Rec. 9127 (1940). 

82Mr. Vinson stated on the floor of the House that the defense program was being delayed because 
of failure to suspend these provisions and to enact some excess-profits tax upon which contractors could 
tely. 86 Conc. Rec. 11243 (August 29, 1940). 

183, R. Rep. No. 2894, 76th Cong., 3d Sess. (August 29, 1940), a report of the Ways and Means 
Committee. 

184 Sen. Rep. No. 2114, 76th Cong., 3d Sess. (September 11, 1940). Senator LaFollette submitted a 
minority report castigating the Senate bill and recommending that his own amendment to the earlier 
1940 bill be adopted. 

185 86 Conc. Rec. 12057 et seq. (September 13, 1940). 

186 FH, R. Rep. No. 3002, 76th Cong., 3d Sess. (September 30, 1940), a Conference Report on H. R. 
10413, which was enacted into the Excess Profits Tax Act of 1940 (October 8, 1940), 54 Stat. 974, 
975 ff., 26 U. S. C. 1940 ed. §§710 ff. 
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represented an uneasy compromise.’** The excess-profits tax statute was amended 
by the Excess-Profits Tax Amendments of 1941,%° and by the Revenue Act of 
1942.8 The rates are now go per cent of adjusted excess-profits net income, as 
defined in the Act, or 80 per cent of the corporation surtax net income, whichever 
is the lesser, with a post-war refund of 10 per cent of the tax.’*° Even after 
enactment of the excess-profits tax statute, Congress did not rely entirely on this 
‘method of getting at profits. It retained in effect a number of statutes limiting the 
fees on cost-plus-a-fixed-fee contracts, and enacted a number of additional statutes 
limiting the fees on certain cost-plus contracts to specified percentages of the esti- 
mated cost.’** The excess-profits tax as enacted and amended was in large part 
designed as a revenue measure. 

The renegotiation statute adopted April 27, 1942, was aimed at the achieve- 
ment of better prices to the Government in the procurement of munitions and the 
elimination of excessive war profits by means of more accurate pricing to the Gov- 
ernment. Since the enactment of the renegotiation statute, there have been a num- 
ber of movements in Congress to repeal the statute entirely and to rely upon the 
excess-profits tax for the elimination of war profits. 


V. Tue Erricacy or Wartime Prorit LimitTatTIon 


The preceding chronological survey of profit limitation attempts prior to this 
war indicates some fairly obvious conclusions. First and foremost of all, it must 
be emphasized that prices and profits are not the primary consideration upon the 
outbreak of war. As the Under Secretary of War has recently stated in testifying 
as to renegotiation and alternative methods of controlling excessive war profits, 
the armed forces “are more interested in getting the goods than anything else." 


187 86 Conc. REc. 12922, 12923 (October 1, 1940). 

188 55 Strat. 17 (1941), incorporated into Internal Revenue Code, 26 U. S. C. §710 (Supp. 1941). 

189 56 Srat. 798, Act of October 21, 1942, Pub. L. 753, 77th Cong., 2d Sess. 

140 1d, at §§202, 250, 26 U. S. C. A. 710(a)(1), 780 (Supp. 1942). 

4 Cf. 54 Stat. 872, 873, 10 U. S. C. 1940 ed. §1336a (Army contracts for military posts); 54 
Stat. 965, 968, 10 U. S. C. 1940 ed. §1336a (Army contracts for military posts); 55 STAT. 49, 53 
(March 23, 1941) (Navy public works contracts); 55 Star. 151, 168 (May 6, 1941) (Navy construction 
contracts); 55 Stat. 262 (June 24, 1941) (Navy public works contracts); 55 Stat. 366, 375 (June 30, 
1941) (Army contracts for military posts); 55 Stat. 592, 593 (July 14, 1941) (Navy public works 
contracts) 55 Srat.; 658, 664 (August 21, 1941) (Navy public works contracts); 55 Stat. 669, 679, 
681 (August 25, 1941) (Navy public works contracts, Marine Commission contracts); 55 STAT. 745, 
753 (October 28, 1941) (Navy public works contracts); 55 Stat. 810, 815 (December 17, 1941) (Navy 
public works contracts); 55 Strat. 176, 178 (March 27, 1942) (Army and Navy contracts); 56 
Stat. 314, 316 (June 5, 1942) (Army contracts for military posts); 56 Stat. 611, 632 (July 2, 1942) 
(Army contracts for purchase of land); Pub. L. 92, 78th Cong. (June 26, 1943) (Navy contracts for 
purchase of land). In addition certain statutes limiting profits to a fixed percentage remained in effect 
after passage of the excess-profits tax—note particularly 54 Stat. 676, 41 U. S. C. 1940 ed. prec. §1 
(Navy cost-plus-a-fixed-fee contracts). Also paragraph 7 of Title II of Executive Orper No. 9001, 
dated December 27, 1941, and promulgated under the First War Powers Act, 1941, approved December 
18, 1941, 55 Strat. 838, 50 U. S. C. §601 (Supp. 1941, Appendix), provides that in the absence of 
other applicable profit limitation statutes, the fixed-fee under any cost-plus-a-fixed-fee contract executed 
under the War Powers Act should be limited to 7 per cent of the estimated cost. 

142 Hearings before a subcommittee of the Senate Finance Committee on Section 403 of Pub. L. 
528, 77th Cong, 2d Sess. (September 29 and 30, 1942) 14. 
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The nation must obtain large quantities of a very wide variety of munitions and 
war supplies as rapidly as possible. So long as the nation maintains its present 
form of economy based upon the profit motive, it will be necessary in many cases 
to pay high prices to obtain these munitions and supplies. Mr. Baruch in a letter 
to the Nye Committee succinctly stated the elementary truth of the matter:’** 


“Much as it may be decried, the cold fact remains that ours is an economy motivated 
by profits. A certain return on money is necessary to make our industrial system work. 
. .. Much was said at the hearing about this being a new war psychology... . Our 
whole industrial system is a complex massive machine built and geared to run on invest- 
ment and profit. There is no proof that it will run on psychology and there is much 
that it will not. Certainly we should not select an hour when the enemy is at the gates 
to find out whether it will or not. ... Money will not invest and run the extreme risks 
of war production for a fraction of 3 per cent.” 


Exactly the same point is made by the Secretaries of War and of the Navy in their 
comments upon the excess-profits tax bills in 1937144 The reports of the War 
Policies Commission emphasized that the nation would have to do vastly better 
in the way of getting munitions to the battle fronts than it had done in 1917 and 
1918, and that while prices and profits would have to be carefully watched, they 
were of distinctly secondary importance. 

There have been, in the main, three major types of attempts to limit profits on 
munitions contracts—specific percentage limitations on costs, price fixing and con- 
trol, and taxation. 

The limitation of profits to specific percentages has never worked well. The 
cost-plus-a-percentage-of-cost contracts constituted the first step along this line, and 
the experience with those contracts indicated that the Government would never 
again return to them. The Vinson-Trammel Act type of limitation in reality re- 
duces all contracts thereunder to cost-plus-a-percentage-of-cost contracts, though the 
controls are somewhat more clearly established. The Nye Committee’s report indi- 
cated that the Vinson-Trammel Act was not achieving its purposes;'*> the Com- 
mittee stated that it found “from wartime experience, enough evidence of the 
difficulty of auditing thousands of old vouchers and of properly allocating the 
overhead which the companies may have improperly saddled on to Navy vessels, 
to declare that there is no effective profit limitation law today.”"** Later investi- 
gations have proven that this type of limitation did not prevent excessive profits 
even in peacetime.!*? Similarly, as the defense program was stepped up so sub- 
stantially in 1940, there. were indications that the Vinson-Trammel legislation was 
definitely impeding the placement of war contracts. This type of profit limitation 
has another very serious drawback in that, in the words of the Nye Committee, 

43 Sen. Rep. No. 944, Pt. 2, 74th Cong., rst Sess. (1935) (letter dated April 12, 1935, page 11, 
note 10). 

‘44 Supra notes 108 and 109. 

*45 Sen. Rep. No. 944, Pt. 1, 74th Cong., 1st Sess. (1935) 323 ef seq. 


46 Sen. Rep. No. 944, Pt. 7, 74th Cong., 2d Sess. (1936) 12. 
“7 Supra notes 94 and 96. 
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“there is absolutely no effective control of costs possible without a huge policing 
system of auditors and inspectors constantly on the premises.”"** It is not to be 
denied, of course, that cost-plus-a-fixed-fee contracts have a very necessary place in 
the overall picture of war procurement, especially in its early phases when manv- 
facturers are turning to products with which they are utterly unfamiliar. This 
proposition again, however, emphasizes the fundamental premise that the assurance 
of a reasonable profit to the contractors in order to get necessary supplies imme- 
diately, outweighs the consideration of more efficient methods of limiting profits, 

Turning next to price controls, the limited experience of the Spanish-American 
War and the attempt during the early months of the first World War to use price- 
fixing as the main method of eliminating excessive profits in munitions manufac- 
ture has indicated the ineffectuality of this method. In World War I, in order to 
obtain the necessary production by marginal producers, prices were set at a high 
enough level to insure a profit to high cost manufacturers. The establishment of 
a single price for both low and high cost producers resulted, however, in tremen- 
dous profits for the former.’*® If different prices are set for different producers 
so that each will receive his cost of production plus a reasonable profit, the net 
result is that each producer has a cost-plus contract. In addition, the problems of 
enforcement of price regulations are enormous. General MacArthur, then Chief 
of Staff, told the War Policies Commission that evasion was inevitable if prices 
of munitions were set at peacetime levels, and that “in the end the Government’s 
efforts would probably be largely gesture.”"*° The personnel selected to admin- 
ister price control and having the essential experience are inevitably either drawn 
from the industries over which they are to exercise control, or must be guided by 
the advice of businessmen from that industry. World War I experience proved 
that there will undoubtedly be a favorable attitude to industry in fixing the price 
levels. Robert R. Brookings, Chairman of the World War Price Fixing Commit- 
tee, frankly told representatives of the nickel industry :’™ 


“We are not in an attitude of envying you your profits; we are more in the attitude 
of justifying them if we can. That is the way we approach these things.” 


Finally, experience with excess-profits taxation in the World War I and prior 
to this war has not been such as to indicate that this method satisfactorily limits 
war profits.°? The difficulties of working out a satisfactory formula which will 
eliminate the profits attributable to war and leave the necessary incentives to pro- 
duce are almost insuperable. The chief stumbling block heretofore has been the 
determination of a valuation base upon which to determine the percentage. of 
allowable return. The difficulties of fixing valuations of railroads and public 
utilities are analogous to the problems which the tax authorities faced in World 


- 148 Sen. Rep. No. 944, Pt. 4, 74th Cong., 2d Sess. (1936) 324. 

14° Sen. Rep. No. 944, Pt. 2, 74th Cong., 1st Sess. (1935) 56 et seq. 

1801, R. Doc. No. 163, 72nd Cong., rst Sess. (1931) 372. 

151 Sen. Rep. No. 944, Pt. 2, 74th Cong., 1st Sess. (1935) 5. 

162 Note particularly Sen. Rep. No. 480, 75th Cong., 1st Sess. (1937); SEN. Rep. No. 944, Pt. 2, 
74th Cong., 1st Sess. (1935). 

















Prorit Limitation Controts Prior To THE PresENT War 215 


War I in applying the invested capital base.** The burden placed upon the 
authorities charged with the administration of an excess-profits tax act are vast 
indeed, especially in the light of the necessary discretion which must be placed in 
such authorities in administering such act. 

The case for the excess-profits tax as the primary means of limiting war profits 
has recently been presented to the House Ways and Means Committee** The 
reasons most cogently urged on behalf of the excess-profits tax are the fact that it 
allows the contractor to know or to estimate accurately what his net profits on 
war production will be, and that it is a stabilizing factor in presenting a standard 
for determining excessive profits. These arguments misplace the emphasis entirely; 
the essential purpose of profit limitation in wartime must be the achievement of 
more accurate and reasonable prices to the Government and, while certainty is 
desirable, it must always be sacrificed to the broader interests of the Government. 

The Truman Committee early this year investigated the administration of the 
renegotiation statute. Its report succinctly stated the reasons why the attempts at 
profit limitation prior to this war had never been successful :?°° 

“(1) Because of the wartime need for rapid procurement of materials of war, new 
materials with which there has been no previous manufacturing experience and other 
articles previously manufactured only in relatively small quantities, some procedure for 
subsequent price adjustment is necessary and desirable if excessive war profits and costs are 
to be avoided. 

“(2) Taxes alone will not do the job because (a) higher corporate tax rates are likely 
to encourage higher costs and discourage economical production; (b) no scheme of tax- 
ation has been devised which is sufficiently flexible to provide an incentive for efficient 
low-cost production; (c) a profit percentage which would fairly reward one war con- 
tractor with a different financial setup, and would provide inordinately excessive profits 
for a third contractor with a still different financial problem. 

“(3) War contractors in most cases can protect themselves against loss by escalator 
clauses and other contract provisions for contingencies. The people can obtain protection 
in many cases only through some procedure such as renegotiation. 

“(4) Experience has shown ‘cost-plus’ contracts to be worse than worthless in the 
effort to prevent excessive costs. They strongly tend to increase costs instead of the 
reverse.” 


It seems extremely unlikely that any legislation can have more than moderate 
success in eliminating all profits arising solely out of war or in equalizing the 
burdens of war. War tax measures appear to have achieved a good deal in the 
way of raising revenues; experience thus far has indicated that they can do little 
to eliminate the abnormal profits arising from war. The advocates of the excess- 
profits tax have no answer to the proposition that it is necessary to have flexibility 
in working out equitable limitations of war profits, and the excess-profits tax 


168 Sen. REP. No. 944, Pt. 2, 74th Cong., 1st Sess. (1935) 25 ef seq., discusses some of the technical 
difficulties inherent in applying different measures of capital value. 

154 Hearings before the House Ways and Means Committee on H. R. 2324, H. R. 2698 and H. R. 
3015, 78th Cong., 1st Sess. (September, 1943). 

158 Additional Report of the Senate Special Committee Investigating the National Defense Program 
pursuant to SEN. Res. 71, 77th Cong., on Renegotiation of War Contracts, SEN. Rep. No. 10, Pt. 5, 78th 
Cong., 1st Sess. (March 30, 1943) 2. 
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achieves a rigid uniformity which experience has plainly shown is not adequate to 
achieve reasonable prices of munitions to the Government. The excess-profits tax 
does achieve some degree of certainty for contractors, but the price of such certainty 
is the ineffective rigidity which so hampers the Government. 

All efforts at war profit limitation involve attempts to achieve as much saving as 
possible to the Government in the way of making munitions prices reasonable in 
the light of the speed in procurement required. Such efforts have also sought to 
preserve the continued efficacy of the profit motive to induce extraordinary war 
production and industrial effort. So long as the nation’s war production is premised 
on the profit motive, industries engaged in war work will and should make “rea- 
sonable” profits, which will presumably exceed the profits of industries not so 
engaged. All efforts at profit limitation prior to this war have been faced with 
two major problems—first, the determination of what are “reasonable” profits or 
prices to the Government, or, stating it obversely, the determination of a proper 
standard for defining excessive profits, and second, the discovery of effective means 
to prevent profits from exceeding such standard. No general rules have as yet 
successfully been laid down for solving these two excessively complicated problems 
as applied to all cases. “Reasonable” is a rather imprecise word when applied to 
war profits, as in any other connotation, and attempts to define it meet the problem 
of using other rather broad and indefinite terms. Reasonable war profits are those 
which will encourage the contractor to efficient war production and yet will not 
make the prices of munitions unfair to the Government. Reasonable profits are 
those which, when judged by the general standards and mores of the day, are 
acceptable to the majority of the citizens of the nation. 


Consider for a moment the difficulties inherent -in establishing a standard. War 
contracts vary widely in substance and form. Airplanes purchased for $100,000,000 
can be produced more rapidly than a battleship costing the same amount. Rea- 
sonable profits under a contract involving $100,000,000 to be performed within one 
year with a minimum capital investment may be quite different from reasonable 
profits to be allowed on a contract requiring the same amount of money but to be 
completed over a period of three or more years and requiring a larger permanent 
investment. In determining what profits are excessive, it is also necessary to con- 
sider the varying treatments fairly to be accorded contractors whose plant facilities 
and working capital are supplied by the Government and to contractors supplying 
plant and working capital in addition to management. 


The effect of increased volume and the experience which goes with it must 
also be studied. It is often difficult to make allowance for such factors in advance. 
Costs and profits seemingly reasonable at the start of the contract often become 
unreasonable after volume and experience have increased. Furthermore, it is neces- 
sary to consider to what extent the procurement agencies are to offer rewards for 
increased speed and efficiency. High costs can be more expensive than high profits. 
While there must be some review or limitation of the amount of the reward for 
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speed and efficiency, there is no doubt that the force of the profit motive must not 
be unduly restricted, at least until some equally compelling substitute is found. 

Turning to the second part of the problem of devising equitable methods for 
limiting war profits, and assuming that a standard of reasonable profits has been 
devised to fit all cases and accurately weigh all relevant factors—an untenable 
assumption in the light of our past experience—it may be doubted whether a uni-— 
versal rule should be laid down which will require a return to the Government of 
all profits above that standard. Consideration must always be given to the desir- 
ability of offering the contractor a chance of increased profits in return for increased 
efficiency and production; such increased profits may be very small and continuously 
diminish. England in the early months of the war collected through excess-profits 
taxes all profits above a certain standard established for each taxpayer by reference 
to profits in pre-war years. After a trial, England apparently concluded that the 
absolute limitation of profits should be modified, and provided for an unconditional 
return after the war of 20 per cent of the war excess-profits tax. Thus the spur of 
an ever increasing profit, no matter how small, has been preserved. 

The intricacy of our economic organization and the dependence, particularly 
in time of war, of prime contractors upon subcontractors, raise their own peculiar 
problems in the establishment and administration of any standard of reasonable 
profits. ‘The skilled personnel and detailed work required to administer any form 
of profit limitation have already been touched upon. 

The war profit limitation attempts prior to the present war have demonstrated 
conclusively that there is no categorical answer to the matter of elimination of war 
profits and prices of munitions. Experience in this war might indicate that there 
is no reasonably satisfactory answer to be had to the problem so long as we operate 
with the profit motive as the primary incentive for wartime production. The 
nation entered World War I entirely unequipped to cope with either the produc- 
tion problems or the economic problems facing it. The nation entered this war 
far better prepared to meet the incredibly complex production problems incident 
to the war. Notwithstanding, however, the great amount of effort expended in 
the 1930’s in the investigation and consideration of various methods of wartime 
profits controls, the country was hardly better equipped to meet the problems of 
munitions prices and profits on December 7, 1941, than it was on April 6, 1917. 
This is not to suggest that the exhaustive investigations of war profits during this 
period did not serve a purpose; indeed, they served a very useful purpose in point- 
ing out the shortcomings of our previous efforts at war profit limitation and light- 
ing up the major problems to be faced in formulating a control over munitions 
prices. Again, it is possible to suggest that there is no answer to our failure to be 
prepared to handle this problem efficiently and expeditiously upon the outbreak of 
war. Having balanced the equities, the nation has concluded that the incentive 
of the profit motive, with its obvious attendant difficulties as to profit limitations, 
is to be preferred to a system based upon some other theory, under which perhaps 
complete control over return upon capital could be established. 











RENEGOTIATION AND PROCUREMENTt 
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The Renegotiation Act’ is often discussed merely as a more flexible method of 
recapturing excessive profits from war business. But this conception of the statute, 
while common among many contractors and government officials, distorts it by 
over-emphasizing one of its aspects; the truth is that the function of the renego- 
tiation statute is in many respects different from taxation. This article will attempt 
to show what those differences are and why they are important.2 To do so will 
require a rather full consideration of the background and origin of the law and of 
the conditions which have influenced its administration, but this discussion may 
hold some interest for its own sake as an example of how the application of a 
statute is molded by external conditions, practical necessities and the attitudes of 
those affected. 


BACKGROUND OF THE STATUTE 


Immediately after our formal entry into war, the tempo of procurement of muni- 
tions—already strenuous—became almost frantic. From the highest quarters came 
mandates to the procuring agencies and the contractors with whom they dealt, to 
consummate pending negotiations without further delay and to undertake new 
negotiations before the old were completed. Program followed program with dizzy- 
ing rapidity until the contracting officers despaired of ever getting contracts placed 
in time to meet accelerated requirements. Contractors were being asked to produce 


+ The opinions expressed in this article are those of the authors and are not to be taken as representing 
official views of the War Department. 

* A.B., 1921, University of Virginia; LL.B., 1924, Harvard University. Member of the Maryland Bar. 
Legal Assistant to the Director of Materiel, Headquarters, A.S.F., War Department. 

** A.B., 1931, Princeton University; LL.B., 1934, Harvard University. Member of Maryland Bar. 
Major, Army of the United States, Judge Advocate General’s Department, assigned to Legal Branch, 
Office of the Director of Materiel, Headquarters, A.S.F., War Department. 

+56 Srar. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942) (Sec. 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, Pub. L. No. 528, 77th Cong., 2d Sess., April 28, 1942, as 
amended by Pub. L. No. 753, 77th Cong., 2d Sess., October 21, 1942, Pub. L. No. 108, 78th Cong,, 
1st Sess., July 1, 1943, Pub. L. No. 149, 78th Cong., 1st Sess., July 114, 1943). 

* At the time this article went to press, further amendments to the Renegotiation Act were contained 
in the pending Revenue Bill of 1943 (H. R. 3687, 78th Congress, First Session, introduced November 
18, 1943). In their present form, these amendments separate renegotiation to recapture excessive profits 
from repricing for future performance. Since it is impossible to predict whether these or other amend- 
ments will ultimately be adopted, this article does not attempt to discuss the effect of these pending 
amendments. It is believed, however, that they are not likely to affect the basic principles considered in 
the article. See concluding article in this symposium, by Jules Abels, on the pending proposals. 
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items new to them or in quantities far beyond their experience. Frequently it was 
impossible to arrive at any reasonable estimate of production costs. Pricing was a 
game in which all concerned were blindfolded.* 

The uncertainty as to costs made the customary fixed-price contract unsatisfactory 
in many cases. Fearing the consequences of too low an estimate, contractors sought 
prices high enough to protect themselves against any possible error. While aware of 
the difficulties, contracting officers were frequently reluctant to agree to prices which 
were likely to prove grossly excessive in the light of actual production costs. In this 
situation, in order to avoid prolonged negotiations and delay in production, it was 
vital to provide in some way for relating the compensation to be paid under the 
contract to the actual costs experienced in performing it. One obvious method of 
doing this was the cost-plus-a-fixed-fee basis of contracting, which therefore threat- 
ened to become widespread.* The principal objection to this form of contract was 
the absence of incentives to control or reduce costs. Another weighty objection was 
the amount of auditing and paper work it required to protect the Government's 
interest.5 It was, therefore, essential to find some substitute for the fixed-fee contract 
which would not suffer from its defects.® 

The problem was submitted to a committee of representatives of the War Produc- 
tion Board, the War Department and the Navy Department and resulted in the 
preparation of two contract clauses.’ One, known as the “redetermination clause,” 


® At the hearings before a subcommittee of the Senate Committee on Appropriations, 77th Cong., 2d 
Sess. on H. R. 6868 (hereinafter referred to as “H. R. 6868 Senate Hearings”), General Somervell, Com- 
manding General, Services of Supply, War Department, testified, at p. 24, as follows: 

“We are asking contractors to produce articles which have never been produced before. We are asking 
other contractors to produce articles which they have never produced before. We are asking still other 
contractors, who have produced articles in small quantities, to produce them in vastly larger quantities. 
The result of all this is that neither the contractors nor the contracting officers can make an accurate 
forecast of the cost of performance. 

“Both parties know that there will be a period of adjustment during which costs will be high. 
Facilities must be converted, new facilities obtained, new personnel employed and trained to new methods, 
and new sources of supply developed. How long this adjustment period will last is a matter of uncertainty. 

“On the other hand, assuming that the contractor is able to master the problem and to get into 
production, a time will come when costs will suddenly drop. When this time will come, or how far the 
drop will extend, it is virtually impossible to foresee. Furthermore, even when costs appear to have 
reached a definite level, there is no assurance of stability. Change in military strategy may cause changes 
in priority regulations which will affect the flow of supplies, with the result that costs will rise 
again. Changes in economic policy may result in increased costs of labor and materials. 

“The plain fact of the matter is that in many cases it is impossible to tell, until completion of the 
contract, whether the contractor suffers a heavy loss, or makes a large profit.” 

“The use of the cost-plus-a-fixed-fee system of contracting (but not the cost-plus-a-percentage-of-cost 
basis) has been authorized by various statutes in connection with defense and war purchasing. See, e.g., 
§1(a) of Act of Aug. 7, 1939, 53 STAT. 1239, 5 U. S. C. A. §220(a); §2(a) of the Act of June 28, 1940, 
54 Star. 680, 41 U. S. C. A. note preceding first section in title; §1(a) of Act of July 2, 1940, 54 Srar. 
714, 41 U.S. C. A. note preceding first section in title; and see note 6, infra. 

*See letter of U. S. Comptroller General to Hon. Louis Ludlow, 89 Cong. Rec., Jan. 14, 1943, p. 
A-127. Compare letter from Under Secretary of War Patterson to Hon. John W. McCormack, June 9, 
1941. 87 Conc. Rec. 4909 (1941). 

° With certain specified exceptions, all restrictions on methods of contracting and types of contracts and 
contract provisions were removed by Title II of the First War Powers Act, 1941, Act of Dec. 18, 1941, 
55 Stat. 838; 50 U. S.C. A. App. §611; and Exec. Order No. 9001, Dec. 27, 1941, 6 Fep. Rec. 6787. 
See 40 Op. Atry. Gen. No. 53 (Aug. 29, 1942). 

"These clauses were first authorized for use in War Department contracts by P. B. Gen. Directive 
No. 31 (March 13, 1942)+ , 
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was designed to permit automatic adjustment downward in price on the basis of 
actual cost experience during a “test run” early in the performance of the contract 
The other contract provision, originally known as the “renegotiation clause,” was 
designed to permit adjustment of the price either upward or downward in the light 
of actual cost experience after part performance, as soon as reasonably reliable cost 
estimates were feasible.® It was recognized as essential that the time for adjustment 
in each case should be sufficiently early in the life of the contract to retain incentives, 
So used, these clauses combined the main advantages of both the fixed-price and the 
fixed-fee contracts without their disadvantages. Under them the letting and perform- 
ing of contracts were not delayed by haggling over uncertain estimates and prices; 
and ultimate prices were kept in line with cost experience without sacrificing the 
incentives of the contractor to reduce costs, at least during performance after the price 
was adjusted. ; 

While the attention of the procuring agencies was thus concentrated on the 
development of these new forms, very large profits resulting from some of the early 
fixed-price contracts, under which production had already gotten under way, began 
to come to light. Since these profits usually reflected ignorance of costs when the 
contracts were made, the War Department promptly started voluntary negotiations 
with such contractors to adjust the contract prices to reasonable levels consistent with 
actual costs; and generally contractors were willing to reduce prices to those which 
would have been agreed to originally if similar cost experience and data had been 
available. In April, 1942, the War Department set up a Board to handle such 
adjustments.?° 

ADOPTION OF THE STATUTE 

However, these measures taken by the War Department to deal with such inflated 
profits were not permitted to develop along normal lines. As a result of the investiga- 
tions culminating in the report of the Special Committee Investigating the Munitions 
Industry,!1 published in 1935, the determination had become widespread to prevent 

® Briefly, the original redetermination clause required the contractor to state in the contract the cost 
estimates on which the contract price was based and, after performance had begun, to submit data on the 
cost of performance during the “preliminary run” while production was getting under way and during a 
test run after production became more typical. If the total costs for the “preliminary run” and for the 
remainder of the contract, as indicated by the test run, were less than the estimated costs on which the 
price was based, the price was adjusted accordingly. The revised form of this clause, authorized by the 


War Department Procurement Regulations for use where costs cannot be reliably estimated at the time the 
contract is made, is set forth in the Appendix to this article. 

® This renegotiation clause required the contractor to state in the contract the cost estimates on which 
the price was based and to submit cost data for performance during a trial run at the beginning of the 
contract. On the basis of this cost experience, the parties were to renegotiate the contract price by agree- 
ment. A revised form of this clause, now called “Revision of Price by Negotiation” to distinguish it from 
the statutory renegotiation article, is currently authorized by the War Department Procurement Regulations 
for use where costs cannot be reliably estimated at the time the contract is made. It is set forth in the 
Appendix to this article. 

7° The Price Adjustment Board was formally created by Memorandum dated April 25, 1942, from the 
Commanding General, Services of Supply of the War Department. After the passage of §403, the author- 
ity of the Board was extended by Memorandum of June 30, 1942, to make the Board the agency to 
administer renegotiation under the statute. 

11 Sen. Rep. No. 944, 73d Cong., 2d Sess. (1934). 
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a recurrence of the profiteering that had marked the conduct of the first World War. 
Numerous proposals had been advanced to accomplish this purpose and the desir- 
ability of legislation in some form for the limitation of profits was generally accepted. 
Inevitably, the publication during the early months of 1942 of reports of tremendous 
profits generated a strong public pressure to devise an effective method of profit 
control. Promptly reacting to this sentiment, during the early part of last year a 
number of Congressional committees began to examine into this question.!? Par- 
ticular attention was paid to the possibility of special taxation on war profits and to 
the revival of a profit limitation in the manner of the Vinson-Trammel Act of 1934.18 
That legislation had required repayment to the Treasury of all profits in excess of a 
fixed percentage of the cost of production. After six years during which recovery 
had been hardly commensurate with the administrative expenses involved,!* the 
Vinson-Trammel Act had been suspended by the Second Revenue Act of 1940.1* Its 
revival as a means of controlling wartime profits was strongly opposed by industry 
and by government agencies who saw in the rigidity of its application and its require- 
ment of cost accounting, grave threats to the war production program.1® 


While committees were thus investigating the whole subject of war profits, there 
was abruptly introduced on the floor of the House of Representatives an amendment 
to the Sixth Supplemental National Defense Appropriation Act, 1942.17 This amend- 
ment would have forbidden the payment from appropriated funds of the final pay- 
ment due under any contract, past or future, until the contractor presented a 
certificate of cost and an agreement “for renegotiation and reimbursement” satis- 
factory to the Secretary of War or of the Navy, as the case might be.1® It was 
apparent that this method of control was inspired by the renegotiation clause already 
discussed and this impression has been confirmed by Mr. Case of South Dakota who 
was the author of the amendment.!® Although called renegotiation, what Mr. Case 


12 See e.g., H. R. 6790, 77th Cong., 2d Sess. (1942), and the hearings thereon before the House Com- 
mittee on Naval Affairs. 

*8 Act of March 27, 1934, 48 Stat. 504, 34 U. S. C. A. §496, as amended by Act of June 25, 1936, 
49 Stat. 1926, 34 U. S. C. A. §496; Act of April 3, 1939, §14, 53 Strat. 560, 10 U. S. C. A. §§311, 312, 
34 id. §496; Act of June 28, 1940, 54 Stat. 676, 41 U. S. C. A. note preceding first section in title; and 
Act of Sept. 9, 1940, 54 Stat. 883, 41 U. S. C. A. note preceding first section in title. 

** The total amount assessed under the Act up to Sept. 30, 1942, was approximately $7,500,000. See 
Hearings before the subcommittee of the Senate Committee on Finance on Renegotiation of Contracts, Sept. 
29-30, 1942, 77th Cong., 2d Sess., pp. 94-98. 

16 See Act of Oct. 8, 1940, 54 STAT. 1003, 34 U. S. C. A. §496a, 46 id. §1155a. 

18 See testimony of Under Secretary Patterson and Mr. Donald M. Nelson, Chairman of the War 
Production Board, at the Hearings before the House Committee on Naval Affairs on H. R. 6790, 77th 
Cong., 2d Sess. (1942) 2473-2475, 2577-2578. 

*788 Cong. Rec., March 28, 1942, p. 3230. 

8 The exact words of the proposed amendment were as follows: “Sec. 402-A. No part of any appro- 
priation contained in this act shall be available to pay that portion of a contract for construction of any 
character and/or procurement of material and supplies for either the Military or Naval Establishments 
designated as ‘final payment’ until the contractor shall have filed with the procuring agency a certificate 
of costs and an agreement for renegotiation and reimbursement satisfactory to the Secretary of War or the 
Secretary of the Navy, as the case may be.” 

*° See 88 Cong. Rec., March 23, 1942, p. 3228. Another factor prompting the proposal was the decision 
in the U. S. v. Bethlehem Steel Corporation, 315 U. S. 289 (1942). 
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proposed was apparently that the profit to be paid any contractor should be deter- 
mined by the Government after performance and in the light of costs. 

Inasmuch as this proposal involved administrative action, it was subject to a point 
of order which was promptly made.?° Its author thereupon offered an amendment 
which substituted for the discretion of the contracting officer an arbitrary percentage 
profit limitation, but of what did not appear.?1_ As thus modified his amendment 
was adopted without debate and by an overwhelming vote.?? 

The procurement agencies immediately protested. Hearings were held before the 
Subcommittee on Appropriations of the United States Senate at which their objec- 
tions to the Case amendment were forcibly stated.? The attention of the Committee 
was called to existing administrative practices designed to prevent excessive profits. 
The so-called “renegotiation” and “redetermination” clauses were described and their 
use in preventing excessive profits was explained. Reference was also made to the fact 
that an administrative agency had just been created within the War Department to 
bring about voluntary reductions in contract prices where a study of the overall 
profits of a contractor indicated that he was being paid too much for his products. 
The Committee was told of one example where a voluntary reduction of contract 
price had been agreed upon which was expected to save the Government $40,000,000. 


As the hearing progressed it became apparent that some sort of legislation to 
control profits was inevitable. At the request of the Chairman of the Committee the 
procurement agencies drafted a substitute for the Case amendment. This substitute 


read as follows: 


1. The Secretary of War is directed to insert in any contract hereafter made by the War 
Department, which, in his judgment, may result in an excessive profit to the contractor, a 
provision for the renegotiation of the contract price at a period when the profits can be 
determined with reasonable certainty. 

2. The Secretary of War is directed, whenever in his opinion excessive profits have 
been realized, or are likely to be realized, from any contract with the War Department, to 
require such contractor to renegotiate the contract price. This provision shall be applicable 
to all contracts hereafter made and to all contracts heretofore made, whether or not such 
contracts contain a renegotiation clause, provided that final payment has not already been 
made pursuant to such contract. 

3. In renegotiating a contract price the Secretary of War shall not make allowance for 
any salaries, bonuses, or other compensation paid by the contractor to its officers or em- 
ployees, in excess of a reasonable amount, nor shall he make allowance for any excessive 
reserves set up by the contractor, and the Secretary of War shall freely use the powers of 
audit conferred upon him by existing law for the purpose of ascertaining whether such 


2° 88 Cong. Rec., March 28, 1942, p. 3230. 
*1 Ibid. The text of the substitute amendment was as follows: “Sec. 402-A. No part of any appro- 


priation contained in this act shall be available to pay that portion of a contract for construction of any 
character and/or procurement of material and supplies for either the Military or Naval Establishments 
designated as ‘final payment’ to any contractor who fails to file with the procuring agency a certificate 
of cost and an agreement for renegotiation of contract and reimbursement of profits in excess of 6 


percent.” 
*2 The record shows that the vote stood—ayes 70, noes 8. Id. at 3231. 


28 H.R. 6868 Senate Hearings, 22-30, 35-49, 83-92, 211. 
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unreasonable compensation has been or is being paid, or whether such excessive reserves 
have been set up. 

4. In addition to the powers conferred by existing law, the Secretary of War shall have 
the right to demand of any contractor who holds uncompleted contracts with the United 
States for the production of war materials in the aggregate amount of $500,000 or more 
statements of actual costs of production and such other financial statements, at such times 
and in such form and detail as the Secretary of War may require. 


5. The authority and discretion herein conferred upon the Secretary of War may be 
by him delegated to such individuals or agencies in the War Department as he may desig- 
nate and he may authorize such individuals to make further delegations of such authority 
and discretion. 

6. The foregoing provisions shall be applicable to the Secretary of the Navy in the case 
of contracts with the Navy Department, and to the Chairman of the Maritime Commission 
in case of contracts with that Commission. The powers conferred by paragraph 4 above 
shall be exercised by the War Department, the Navy Department, or the Maritime Com- 
mission, whichever holds the largest aggregate amount of uncompleted contracts for the 
production of war materials.?4 


While this proposal bore the marks of hasty preparation and was somewhat lack- 
ing in inner consistency, it was reasonably clear on the following crucial points: 

(a) Except where otherwise provided by the insertion in the contract of a specific 
provision, any renegotiation was apparently intended to apply primarily to amounts 
remaining unpaid under the contract. 

(b) The insertion of the renegotiation clause in a contract was left wholly dis- 
cretionary with the head of the procuring agency. 

(c) Any renegotiation either under a renegotiation clause or otherwise, was to be 
a genuine renegotiation without power in the Government to compel adjustment. 

(d) Any renegotiation was to be conducted during the life of the contract. 

But this proposal of the Departments was radically altered by Congress, and as 
finally enacted, Section 403 of the Sixth Supplemental National Defense Appropria- 
tion Act, 1942, differed from the proposal on all of these points. 

(a) It provided for the recapture of profits already paid to the contractor and 
found to be excessive as a result of renegotiation whether conducted under a contract 
provision or otherwise. 

(b) It made mandatory the insertion in any contract in excess of $100,000 of a 
clause calling for renegotiation of the contract price. 

(c) It contained Janguage which has been widely construed to confer upon the 
Government the power to compel adjustment where the agreement of the contractor 
cannot be obtained.?5 


** 7d. at 84. 

*5 Subsection 403(a) containing the definitions, provides that “the terms ‘renegotiate’ and ‘renegotia- 
tion’ include the refixing by the Secretary of the Department of the contract price.” See the discussion in 
Renegotiation of War Contracts, Nat. Assn. Mrrs., Law Dep’r Buti. (Aug. 26, 1942) 4. Compare the 
statements on this question in the debates in the Senate. 88 Cong. Rec., April 23, 1942, at pp. 3763-3771 
and 3773-3776. ° 
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(d) It provided that renegotiation, whether effected under the contract provision 
or otherwise, might take place at any time up until three years after the termination 
of the war. 

Earty ADMINISTRATION OF THE STATUTE 


The full significance of the changes that Congress had made in the procurement 
agencies’ proposal soon became apparent. Up until April, 1942, the renegotiation of 
contract prices was an integral part of the procurement process. Whether or not 
renegotiation was conducted under a so-called “renegotiation” clause, the objective 
was the same—the adjustment of the contract price to a figure which would have 
been regarded as reasonable at the time of the original negotiation, had the facts 
been available to the parties. Furthermore, such a negotiation was in every instance 
undertaken during the lifetime of the contract at a time when the incentives of a 
fixed-price method of contracting could still have sufficient scope within which to 
operate. It is true that under the “renegotiation” clause, price adjustments might be 
retroactive to the beginning of the contract. In almost no case, however, was recap- 
ture of profits the primary result, although in some cases payments for units thereafter 
delivered might be greatly reduced as a result of excessive payments previously made, 

Renegotiation as conducted under the statute, on the other hand, took on a 
different aspect. This was principally due to the fact that renegotiation was applicable 
to all contracts and subcontracts and could be required after the contract affected had 
been completed. As generally construed by contractors and their counsel, the statute 
rendered contractors liable, until three years after the war, to be called upon to refund 
such part of any profits earned by them on their war contracts or subcontracts as the 
head of the procuring agency or his delegates might see fit to require, and this liability 
would continue until any contract subject to renegotiation had been finally dealt 
with. This situation presented a serious dilemma. The natural hesitancy of con- 
tractors to make contracts which would subject them to a liability undetermined in 
amount and indefinite in duration threatened to impede the procurement program. 
Since it was obviously impossible to examine and renegotiate individually the prices 
of all contracts and subcontracts subject to the statute within any reasonable period, 
some other means for disposing of this potential liability with reasonable promptness 
had to be found. 

To avoid this impasse, there was developed the method of “overall” renegotiation. 
Under this procedure the contractor’s profits on its entire war business for a specified 
fiscal period were examined in order to reach an agreement for eliminating excessive 
profits on the contracts as a group, and an agreement made covering the period 
involved.?* In addition to giving contractors clearance with reasonable promptness, 
this mcthod had several other important advantages. By dealing with all contracts 
together, cost accounting and the allocation of costs were reduced to a minimum, and 
time was saved for both contractors and the Government. Furthermore, this method 


26 A full statement of the detailed procedures will be found in “Principles, Policies and Procedures to 
be Followed in Renegotiation” published by the War Department Price Adjustment Board. 
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permitted contractors to offset losses on any war contracts against profits from other 
war contracts during the same period. 

By its very nature, however, overall renegotiation tended more and more toward 
recapture of past profits rather than refixing of prices for future periods. Since it was 
based on the fiscal year of the contractor it was more convenient to postpone renego- 
tiation until the usual financial statements for the period had been prepared. In addi- 
tion, because of the difficulty of forecasting profits before the end of the fiscal period, 
contractors preferred to postpone a settlement until their profits were known. For 
the same reason, government officials, especially in the beginning, hesitated to give 
a clearance to the contractor for a future period on the basis of predictions. Admin- 
istered in this way, the law was in effect a tax of 100% on all profits from war 
business, which the procuring agencies regarded as excessive, and was wholly dif- 
ferent from the procedure for revising contract prices after part performance, which 
had inspired the statutory scheme. In fact, when contracting officers desired to pro- 
vide for such individual price revision, they asked permission to use the old form of 
contract renegotiation clause, in addition to the statutory provision. Thus, many 
contracts now exhibit the paradox of two renegotiation clauses substantially similar 
in wording, but wholly different in their practical operation. This curious practice 
illustrates dramatically the extent to which statutory renegotiation on an overall basis 
had departed from the actual adjustment of contract prices, and indicates that renego- 
tiation under Section 403 as practiced during the early months of its operation, was 
merely a discretionary excess profits tax of 100%. 

Before this interpretation of the statute had become settled, however, other power- 
ful forces were in motion to shift the emphasis in its administration. The first of 
these forces was the drive to prevent inflation. When in the spring of last year the 
Office of Price Administration expanded its price regulations to cover practically the 
entire economy by issuing its General Maximum Price Regulation?* and its 
machinery regulation—MPR No. 136?°—a serious problem was presented in connec- 
tion with military procurement. While a great many of the articles procured by the 
Army were already under price regulation, its extension to the strictly military items 
which were subject to frequent changes would have required elaborate formulas for 
flexible regulation. In an effort to avoid the divided authority and complexity which 
would have resulted from the establishment of such price control by the Office of 
Price Administration, the procuring agencies were obliged to develop other means 
which would accomplish the desired result of controlling inflation in this field.*® 
Mere recapture of past profits by renegotiation under Section 403 did not serve this 

*TIssued April 28, 1942, 7 Fep. Rec. 3153, effective May 11, 1942. Effective date as to sales or 
deliveries to or contracts with the War Department postponed to July 1, 1942, by Supplementary Regula- 
tion No. 2, issued May 9, 1942, id. 3489. Combat and certain other military items exempted by Supple- 
mentary Regulation No. 4, issued May 13, 1942, id. 3724. 

*8Issued April 28, 1942, 7 Fep. Rec. 3198. Originally effective May 18, 1942, postponed to June 1, 
1942, by Amendment No. 2, May 14, 1942, id. 3723, and to July 1, 1942, by Amendment No. 3, May 29, 


1942, id. 4176. Revised and re-issued June 30, 1942, id. 5047, to become effective July 22, 1942. 
?°OPA SEconp QuaRTERLY REPoRT (1942) 39-45. i 
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purpose. While this would stop the flow of dividends to stockholders, it operated too 
late to protect the economy from inflationary expenditures for manpower and 
materials, In fact, administration of the statute as a taxing measure confined to the 
recapture of profits earned in the preceding fiscal year may tend to stimulate inflation 
by taking the pressure off the procurement officers to negotiate a proper price at the 
inception of the contract and by lessening the incentive of the contractor to reduce 
his costs. What was needed was more effective control of prices for the future, to 
prevent excessive profits from accruing at all. 

The second of these influences was created by the shortages of critical materials 
and manpower which were then beginning to become serious. To maintain the 
greatly accelerated production of war materials, and make most effective use of our 
available resources, it was recognized that all producers must operate at their highest 
efficiency with the minimum waste of labor and materials. Since economic pressure 
on price has been the traditional way of evoking such efforts to reduce costs, it was 
natural that attention should turn toward closer pricing as a means to conserve labor, 
materials and facilities.2° When that objective had become crystallized, the procuring 
agencies gradually became aware that the policies and methods followed for profit 
control would largely determine the success or failure of the program. Real incentives 
on the part of contractors to reduce their costs in order to increase their profits can 
hardly be maintained if all the profits will be taken from them on renegotiation. 
On renegotiation to recapture past profits, this tendency can be overcome to some 
extent by allowing a higher rate of profit for more efficient producers,** but this is 
only a partial solution to the problem. Accordingly, some other method was needed. 

While these pressures for narrowing the field of recapture as far as possible and 
for relying more heavily on purchase and price control were developing, the statute 
was under direct attack from another quarter. Representatives of industry objected 
that renegotiation for the recapture of past profits was merely a delegation without 
standards of the power to tax profits from war business and was an unjustified 
departure from established principles of taxation. Accepting this view, prominent 
members of the Senate Committee on Finance urged the outright repeal of the 
statute.3? 


9 See note 45, infra. 

®1 See War DEPARTMENT MANUAL FOR RENEGOTIATION, pars. 421, 422. 

®2 See Hearings before the Senate Committee on Finance on the Revenue Act of 1942, 77th Cong,, 
2nd Sess., Vol. I, p. 981. The following took place: 

“The Chairman. (Senator George) I think there is a great deal in what you say, and ultimately the 
Congress will repeal that renegotiation-of-contract provision, because it has been found that it will be 
utterly unworkable. 

“Senator Taft. Mr. Chairman, I think it ought to be repealed in this bill. 

“The Chairman. 1 think in doing that there should be an over-all limitation on profits on war con- 
tracts, both prime contracts and subcontracts, over the whole period, so that there could be no uncon- 
scionable profiteering out of the war. 

“Mr. Fernald. That would be profits after what has already been taken by taxes. 

“The Chairman. Yes; an over-all limitation on the war profits directly. I think you can very well 
leave the excess-profits tax to operate on all non-war profits anyway. 

“Mr. Fernald. 1 think you have gotten it to operate pretty well on the war profits as well, sir. I am 
not very much disturbed about that. 
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The result of all these factors was to bring back to the surface the conception of 
renegotiation as a method of price control—a conception which had to a large extent 
been submerged in the actual administration of the statute. At the same time there 
were serious objections to an abandonment of the procedure which had been devel- 
oped under the statute. It was forcefully argued that price adjustment without 
recapture might fail to eliminate excessive profits in some cases and there was 
always the strong probability that if recapture were completely abandoned and 
excessive profits did result, Congress would adopt a flat profit limitation which 
would create serious obstacles to procurement. How to develop the statutory process 
as an effective control of inflation, and as a means of saving manpower and mate- 
rials, without creating once again the conditions which had led to its original 
enactment, was the problem. 


AMENDMENT OF THE STATUTE 


The matter was brought to a head when the Chairman of the Senate Committee 
on Finance proposed to substitute for renegotiation an entirely new law imposing a 
flat limitation on profits after taxes.** In consequence hearings were held at which 
the entire position of the statute was carefully analyzed.3* The War Department, 
the Navy Department, the Treasury Department and others gave their views on the 
function and administration of the statute. While recognizing the shortcomings of 
renegotiation for recapture, the Departments repeated with emphasis the objections 
to the substitution of a flat profit limitation which they had originally voiced when 
the statute was first under consideration. Stressing the importance of controlling 
costs as well as profits and of maintaining incentives for efficiency,®® they pointed 
out the relation of the renegotiation statute to these objectives, and the need for 
increased emphasis on this aspect of the problem. To facilitate the administra- 
tion of the statute, especially as a means of price control, the Departments offered a 
number of amendments. Of these changes, some were merely intended to clarify 
the statute and to correct obvious deficiencies, but others were designed to permit a 
shift from recapture to price control in the administration of the statute.*® These 
proposals for revising the statute were adopted by Congress as Section 801 of the 
Revenue Act of 1942.3 


“The Chairman. It is not the renegotiation, it is the uncertainty involved, and the long time in which 
those renegotiations will be going on, and the constant change of personnel at the head of divisions 
working it out, leads to so many complications until certainly at some time during this war, if the war 
goes on for another year or two, we are going to have to deal with that question. It is very proper to 
say it should be dealt with.” 

The fact that the pending Revenue Act of 1942 included the new Excess Profits Tax led many who 
viewed renegotiation primarily as a tax measure to feel that it was no longer needed and should therefore 
be repealed. 

53 See Hearings before the Senate Committee on Finance on Section 403 of Public Law 528, 77th 
Cong., 2d Sess., Sept. 22-23, 1942, p. 60. 

*¢ Tbid.; and Hearings before the subcommittee of the Senate Committee on Finance on Section 403 of 
Public Law No. 528, 77th Cong., 2d Sess., Sept. 29 and 30, 1942. 

*5 Id. at 7, 19-20, 92-93. 8° Id. at 51-53, 147-149. 
*** Act of Oct. 21, 1942, Pub. L. No. 753, 77th Cong., 2d Sess., 56 Stat. 798. 
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With the amendments designed to perfect the statute as a means of recapture of 
excessive profits we are not here concerned, but other changes are significant for the 
present study. One of these conferred upon the Secretary the discretionary power to 
exempt from renegotiation any contract or subcontract under which the profits can 
be determined with reasonable certainty when the contract price is established.37 The 
full use of this power would permit the Secretary to exclude from renegotiation large 
numbers of contracts and subcontracts under which prices are known to be fair 
when the contract is made, and thereby to ease the administrative burden. Similar 
in its effect was the exemption of contractors and subcontractors whose total war 
business did not exceed $100,000 for their fiscal year.2® Another equally important 
provision is the discretionary power to exempt from some or all of the provisions 
of Section 403, as amended, the performance under any contract or subcontract 
during a specified period or periods and to provide that the contract price in effect 
shall not be subject to renegotiation if, in the opinion of the Secretary, the provisions 
of the contract or subcontract are otherwise adequate to prevent excessive profits.*® 
For example, where the contract contains other provisions for price adjustment or 
profit limitation which the Secretary considers adequate, he may exempt it from 
statutory renegotiation and from profit recapture. A further amendment to the 
statute expressly authorizes the Departments upon renegotiation to grant clearances 
for future as well as past periods, thereby making it possible to exempt some or all 
of the contracts or subcontracts of a contractor for a specified future period.*° Still 
another amendment authorizes the contract article for renegotiation to specify the 
time within which renegotiation will be held.t! This would allow the Secretary to 
limit renegotiation to the life of the contract if he so desires. 

These amendments provide the means for a return to the prestatutory conception 
of renegotiation. Without requiring abandonment of retroactive recapture of ex- 
cessive profits, they afford an opportunity for a shift of emphasis to prospective 
pricing. If this opportunity is fully exploited, renegotiation can again become a more 

37 Section 403(i) (2) (ii) enacted by §801 of the Revenue Act of 1942; §403(i)(2) reads as follows: 


“(2) The Secretary of a Department is authorized, in his discretion, to exempt from some or all of the 
provisions of this section— 

(i) any contract or subcontract to be performed outside of the territorial limits of the continental 
United States or in Alaska; 

(ii) any contracts or subcontracts under which, in the opinion of the Secretary, the profits can be 
determined with reasonable certainty when the contract price is established, such as certain classes of 
agreements for personal services, for the purchase of real property, perishable goods, or commodities the 
minimum price for the sale of which has been fixed by a public regulatory body, of leases and license 
agreements, and of agreements where the period of performance under such contract or subcontract will 
not be in excess of thirty days; and 

(iii) a portion of any contract or subcontract or performance thereunder during a specified period or 
periods, if in the opinion of the Secretary, the provisions of the contract are otherwise adequate to 
prevent excessive profits. 

“The Secretary may so exempt contracts and subcontracts both individually and by general classes or 
types.” 

*® Subsection (c)(6) of §403, as amended by Rev. Act of 1942, §8o1. 

°° §403(b) and §403(i)(2)(iii) enacted by Rev. Act of 1942, §201. See note 37, supra. 

*° §403(c)(4) enacted by Rev. Act of 1942, §801. 
“2 §403(b), as amended by Rev. Act of 1942, §801. 
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integral part of the procurement process and the need for recapture will be greatly 
reduced. The legislative history of the amendments makes it clear that Congress 
recognized the importance of using renegotiation as an instrument of price and cost 
control, and intended to provide tools for making the transition to that basis as 
rapidly as conditions would allow.*® 

With the need for developing a closer relation between profit control and the 
maintenance of incentives for efficiency and cost control thus accepted, it remains to 
be seen how far the amendments included in the Revenue Act of 1942 will be used 
for this purpose. The limited cost data and experience available for many types of 
war materials, and the wide variations among producers all create difficulties which 
make for adherence to the method of recapture. However, the War Department has 
made the first effort at general use of the powers granted by the amendments. On 
January 2, 1943, it authorized the use in War Department contracts of two new 
clauses providing for periodic price adjustment with provision for exemptions from 
renegotiation.*® Both of these articles divide performance under the contract inte 
specified periods of three to six months for the purpose of adjusting the contract price 
at regular intervals. Under the first form the contract price originally fixed for the 
first period of performance is exempt from statutory renegotiation. At the end of 
that period the contractor submits cost data for the preceding period and cost and price 
estimates for the next period, and the contracting officer and the contractor negotiate 
to fix a price for the succeeding period under the contract. If the contracting officer 
is satisfied that the cost data are reliable and that the contract price fixed for the next 
period is fair to the Government, he may exempt the price from renegotiation. The 
same procedure is followed at the end of each succeeding period under the contract, 
except the last. The second form of article is designed for cases where cost informa 
tion is not sufficient at the beginning of the contract to fix a firm price. Under this 
form, the price for the first period is adjusted at the end of that period and appro- 
priate credit or refund made; otherwise this article is similar to the first form. 

These clauses combine various features designed to obtain close prices while 
retaining incentives for efficiency.** Since the periods for which prices are fixed are 
relatively short, uncertainty and the risk of future changes in conditions are reduced 
and the need for allowances for contingencies should be correspondingly decreased. 
At the end of each period, prices for the next period can be fixed on the basis of 


“? The relation between profit and cost control was strongly re-emphasized by the President in his 1943 
Budget Message in the following words: 

“The procurernent program must achieve maximum production with minimum waste and with the 
speed essential in time of war. This is the controlling objective not only for the original negotiation of 
contracts but also for the renegotiation required by law. The law provides for the prevention or recapture 
of excessive profits, thus supplementing and reinforcing the objectives of the excess-profits tax. I believe 
that control of the costs of production is of equal importance. 

“The proper negotiation and renegotiation of contracts must strive to reconcile the avoidance of 
excessive profits, with the maintenance of incentives to economical management.” (Italics added). 

“* Memorandum No. S-5-1-43, Jan. 2, 1943, War Dep’t, Services of Supply, now included in War 
Dep’t Procurement Regulations as pars. 360.1 and 360.2 of P.R. No. 3 and Section IV of Procurement 
Reg. No. 12. One of these forms is set forth in the Appendix to this article. 

Ibid. 
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recent experience, current conditions and more accurate forecasts. If a firm price 
exempt from statutory renegotiation is granted, the contractor is enabled to increase 
his profit by managerial skill, improved methods and efficiency in operation. Finally 
if costs are reduced in one period through efficiency, then when the prices are 
adjusted for the succeeding period, the Government will benefit from the reduced 
costs in the form of lower prices but the contractor will enjoy a higher profit margin. 

Despite these advantages the clauses are not a complete solution and have sig- 
nificant drawbacks. Their successful operation requires considerable production 
experience and reliable cost data to provide the basis for negotiations at the end 
of each period. They can therefore be used only if the contractor has an adequate 
cost accounting system. Again they are suitable only for larger contracts where the 
time spent in preparing the necessary cost information and in negotiating at the 
specified intervals will not be out of proportion to the amounts involved. 

Nevertheless, these clauses are a beginning in the direction of closer price control 
to prevent the necessity for recapture of past profits. While the extension of this 
approach will depend on knowledge gained in the use and operation of these articles, 
on accumulation of production and cost information, and on improved techniques for 
its use in contract negotiation, the experience of our enemies as well as our allies in 
waging total war clearly teaches that closer pricing must ultimately be relied on in 
the interest of higher efficiency and lower costs.*° 


*6 See for discussion of this foreign experience, 7 ForEIGN CoMMERCE WEEKLY (U. S. Dep’t of Com- 
merce) No. 4, May 2, 1942, pp. 6-7; Withrow, The Control of War Profits in the United States and 
Canada (1942) 91 U. oF Pa. L. Rev. 194; FourrH REporT FROM THE COMMITTEE ON NATIONAL ExPENDI- 
tures, (Great Britain, 1940-1941); Firsr Report FROM THE COMMITTEE OF PusBLic Accounts (Great 
Britain, July 21, 1942). The British policy is well stated in a memorandum prepared by the (British) 
Treasury on the “Excess Profits Tax and Contact Policy,” and printed as an Appendix to the Firsr Report 
FROM THE COMMITTEE OF PuBLic AccouNTs, supra. Pertinent excerpts are as follows: 

“2. In the course of the present inquiry into the prices, and outcome, of certain fixed price contracts, 
the suggestion has been made by certain of the contractors who have been examined by the Committee 
that the emergence of a high profit from war contracts is of no advantage te the contractor and does not 
matter to the State, because after deduction of taxation the contractor is left with a small margin of profit 
only. The suggestion has also been made that for the same reason the contractor has no incentive to aim 
at unreasonably high prices, since the profit emerging from such prices would go back to the State in 
taxation. 

“3. There is also an implication arising from these suggestions that the investigation of costs for the 
purpose of arriving at contract prices (whether fixed price or not) is an unnecessary expenditure of 
effort. ... 

“11. But the matter is far from being solely one of profit margins. The aim of the State in dispensing 
the taxpayers’ money is to obtain the stores which it requires at the lowest reasonable price. 

“12. The best method of securing this end is to give the contractor an incentive to produce at low 
cost; and the best form of contract for this purpose is the fixed price contract provided that there are 
sufficient data upon which to assess a reasonable fixed price. If, for any reason, a fixed price contract is 
not feasible, recourse must be had to some form of costed contract. Though it is more difficult in this 
case, to provide an incentive to efficient and low cost production, a costed contract can prevent the in- 
clusion in costs of expenditure which the Department is in a position to disallow (e. g. extravagant 
remuneration to directors, loading of price with overheads irrelevant to the production undertaken for the 
Government, or wages beyond a recognized level). But more than this, cost investigation may well reveal 
facts which show that uneconomic methods of production are being practised, and these can be followed 
up by the Department, with a view to a suitable remedy. 

“13. If, however, the price of stores supplied to the Government were left uncontrolled, except for 
the automatic operation of E. P. T., there would be no effective deterrent to unwarranted rises in cost of 
whatever kind. The machinery of the Inland Revenue is not intended, nor is it adapted in the same way 
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In recognition of this, the objective of closer pricing is receiving increasing 
emphasis in the actual administration of renegotiation. In determining excessive 
profits for a past period, the pricing policies and records of the contractor during 
the period are carefully considered in order to reward the fixing of sound prices 
and the elimination of undue reserves against contingencies in the first instance. 
Since large loadings in original prices remove most of the risks in performance of 
the contract, the contractor is entitled to a smaller rate of profit than one who 
makes close prices and takes the risk of possible losses.4® Directly related is the 
policy of requiring price reductions on future deliveries as a part of renegotiation.** 
Such price adjustments are now receiving more and more attention in renegotia- 
tion and presumably this trend will increase as the renegotiating agencies become 
more current in their work. 

By attempting to fix close prices in the first instance and eliminating large re- 
serves or loadings for contingencies, and by keeping and making available adequate 
cost records to provide the basis for sound negotiation, industry can speed this 
trend and help to substitute well-negotiated original prices for retroactive renego- 
tiation, and to obtain the benefits to Government and industry of normal incentives 
in the reduction of costs. 


APPENDIX 


War DepartMENT Price ADJUSTMENT ContTRAcT ARTICLES 


1. Redetermination: 

Article —. Redetermination of price by formula. 

(a) Agreement to redetermine price. The Government and the Contractor recognize that the costs of 
performing this contract cannot be accurately estimated at the time of its execution, and that the price 
fixed in Article — may therefore be too high. They therefore agree that the contract price fixed in Article 
— shall be redetermined in accordance with this Article on the basis of the actual experience of the Con- 
tractor in performing part of the contract. They agree that the cost of producing the first —% of the 
items called for hereunder (hereinafter called the “preliminary run”) will not necessarily be typical for 
the remainder of the contract. The cost of producing the next —% (hereinafter called the “test run’’) 
shall therefore be used as the general basis for the redetermination of price. 

(b) Estimate of costs. The Contractor represents that the contract price fixed in Article — is based on 
a total estimated cost of $.......... , itemized as follows:1 

A. Factory Cost 
1. Direct materials. 
2. Direct productive labor. 
3. Direct engineering labor. 
4. Miscellaneous direct factory charges. 
5. Indirect factory expenses? (State basis of allocation). 
Total Factory Cost 
B. Other manufacturing cost. 
C. Miscellaneous direct expenses. 


as the machinery of the Contracting Departments, to analyze costs of production and check unnecessary 
expenditure; nor could it reveal, as investigation by Contracting Departments can reveal, the existence of 
uneconomic or wasteful methods of production.” 

“© War DEPARTMENT MANUAL FOR RENEGOTIATION, pars. 423, 426.3. 

*" Ibid., pars. 440 to 446. 


1This breakdown may be altered to suit particular circumstances. Any reserves for contingencies should 
be stated separately and clearly identified. May? ‘ 

® State separately the estimated amount of each of the following items included: 

(a) Normal depreciation. ; 
(b) Special amortization. 
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D. Indirect engineering expenses. 
E. Expenses of distribution, servicing and administration. 
F, Guarantee expenses. 


(c) Cost statements. 

(1) Within . . . days after the completion of the production of the “test run” the Contractor shall 
submit to the Contracting Officer the following data: 

(i) Separate statements showing the costs of producing the “preliminary run” and the “test run” 
itemized in the same way as the estimated cost stated in section (b) above; 

(ii) Estimates of the cost of producing the items to be delivered during the remainder of the contract 
based upon the previous cost experience of the Contractor and upon all other relevant factors; and 


(iii) Proposed revised prices under the contract. 


(2) The Contractor will maintain books, records and accounts so as to reflect accurately and segregate 
clearly the costs of performing this contract during the “preliminary run” and “test run.” For this 
purpose the Contractor may follow the cost accounting system regularly used by it, if the Contracting 
Officer finds it is adequate and in accordance with sound accounting practice. The statements showing 
costs experienced by the Contractor under this contract shall be based upon such books, records and 
accounts and shall be certified as correct by two officers of the Contractor or by an independent public 
accountant. The Contractor shall submit his books, records and accounts to such examination and audit 
as the Contracting Officer may request. 


(d) Method of redetermination. 

(1) Upon the filing of the data required by Section (c) hereof, the Contracting Officer and the Con- 
tractor shall determine the costs of producing the “preliminary run” and the “test run” and the cost of 
producing the remainder of the items called for by the contract as indicated by the cost of production of 
the “test run” and the cost estimate submitted by the Contractor under Section (c). Any disagreement 
as to the experienced costs or estimated costs shall be subject to Article — (Disputes). 


(2) If the cost of producing the “preliminary run” and the “test run” plus the cost of production of 
the remainder of the items called for by the contract as determined under subsection (1) above, is less 
than the total estimated cost stated in section (b), the total price to be paid pursuant to Article — shall 
be reduced by the amount of the difference. The redetermined price shall be evidenced by a supplemental 
agreement. 

(e) Payment. Pending the redetermination of the contract price hereunder the Government shall pay 
for all items delivered hereunder at the price fixed in Article —. Upon the redetermination of the price 
hereunder the Contractor shall apply as a credit against payment for subsequent deliveries or shall repay to 
the Government, as the Contracting Officer may direct, an amount equal to the difference between the 
price paid on all items theretofore delivered and the redetermined price for such items; and the Govern- 
ment shall pay for all items thereafter delivered the redetermined price minus any such credit. If, before 
the price is redetermined hereunder, any amount paid under this contract has been included in any 
renegotiation agreement made under Section 403 of the Sixth Supplemental National Defense Appro- 
priation Act, 1942, as amended, no refund or credit shall be required hereunder with respect to that 
amount. 

(f) Renegotiation. Any redetermination of the contract price made under this Article is without 
prejudice to the determination of any excessive profits of the Contractor upon subsequent renegotiation 
under Section 403 of the Sixth Supplemental National Defense Appropriation Act, 1942, as amended, or 
the contract article inserted herein pursuant to the Act. 


2. Revision by Negotiation: 

Article —. Revision of entire price by negotiation. 

(a) Agreement to revise price. The Government and the Contractor recognize that the costs of per- 
forming this contract cannot be accurately estimated at the time of its execution and that the contract price 
fixed in Article — may therefore be either too high or too low. They therefore agree that the contract 
price shall be revised upward or downward in accordance with this article on the basis of actual experience 
of the Contractor in producing —% of the items under this contract (hereinafter called the “trial run”). 
They recognize that the costs of performing that part of the contract will not be typical for the remainder 
of the contract, but will provide sufficient information and experience to permit revision of the price. 

(b) Estimate of costs. The Contractor represents that the contract price fixed in Article — is based 
on a total estimated cost of $.............. » itemized as follows: [The breakdown of items, including 
footnotes, is identical to that in paragraph (b) of the Redetermination Article, supra. Ep.] 
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(c) Cost statements. 

(1) Within — days after the completion of the trial run, the Contractor shall submit to the Contracting 
Officer the following data:3 

(i) Separate statements showing costs of production for the trial run, itemized in the same way as the 
estimated cost stated in section (b) above. 

(ii) Estimates of the cost of producing the items to be delivered during the remainder of the contract 
based upon the previous cost experience of the Contractor and upon all other relevant factors. 


(iii) Proposed revised prices under the contract. 


(2) [This sub-paragraph is identical to sub-paragraph (c)(2) of the Redetermination Article, supra, 
except that it omits the last 7 words in the first sentence therein. Ep.] 

(d) Negotiation for r 

(1) Upon the filing of the data required by section (c) hereof, the Contractor and Contracting Officer 
shall negotiate in good faith to agree upon revised prices under this contract. The revised price may be 
different for different periods of the contract and may be in excess of or less than the price stated in 
Article — hereof. The agreement reached shall be evidenced by a supplemental agreement to this contract 
stating the revised price under the contract. 

(2) If the Contracting Officer and Contractor fail to agree on revised prices under the contract within 
thirty days after the date for filing of the data by the Contractor under section (c) hereof, or such 
further period as may be fixed by agreement, the Contractor, if not in default, or the Government, may 
terminate the contract hereunder by written notice delivered within ten days after the expiration of said 
thirty-day period or extension. Upon such termination by either party, the rights and obligations of the 
parties shall be governed by the provisions of Article — hereof (“Termination for the Convenience of the 
Government”), except that the Contractor shall be allowed no profit for any uncompleted portion of the 
contract. If revised prices are not agreed upon and the contract is not terminated, the Government shall 
pay to the Contractor the price fixed in Article — for the remainder of the contract. 

(ec) Payments. Until the contract price is revised hereunder, the Government shall pay to the Contrac- 
tor the price set forth in Article — for all articles delivered. If the contract price is revised upward 
hereunder, the Government shall pay to the Contractor the difference between the prices paid on all items 
theretofore delivered and the revised price for such items. If the contract price is revised downward 
hereunder an amount equal to the difference between the price paid on all items theretofore delivered and 
the revised price for such items, shall be applied as a credit against payments for subsequent deliveries or 
shall be applied in such other manner or repaid to the Government, as the Contracting Officer may direct. 
For all items delivered after any price revision hereunder, the Government shall pay the contractor the 
revised price, minus any such credit. If, before the price is redetermined hereunder, any amount paid 
under this contract has been included in any renegotiation agreement made under Section 403 of the Sixth 
Supplemental National Defense Appropriation Act, 1942, as amended, no refund or credit shall be 
required hereunder with respect to that amount. 

(f) Renegotiation, Any revision [this paragraph then follows paragraph (f) in the Redetermination 
Article, supra. Ep.| 

3. Periodic Adjustment with Exemption from Renegotiation: 

Article —. Periodic adjustment of price. 

(a) Price periods. The Government and the Contractor agree to adjust the contract price under this 
contract periodically in accordance with this Article and agree that the performance under this contract 
will be divided into successive periods for that purpose. The first period will extend from —— to ; 
and the second and each succeeding period will extend for months from the end of the preceding 
period. 

(b) Estimates and prices for first period. 

(1) The Contractor and the Government have agreed upon the following estimate of costs for the 
items to be delivered during’ the first period hereunder: [The breakdown of items, including footnotes, is 
identical to that in (b) of the Redetermination Article, supra. Ep.] 

(2) The Contractor and the Government have agreed upon the price fixed in Article — hereof for 
the first period. The Contracting Officer hereby finds that the provisions of this contract are adequate to 
prevent excessive profits hereunder during the first period without any renegotiation pursuant to section 


., > Where it will be unduly difficult for the Contractor to submit the data in the form specified in paragraphs 
(i) and (ii), the following form may be substituted for these paragraphs, if the Contracting Officer is satisfied 
t it will provide reliable and sufficient data for the purposes of the article: 

(i) Revised estimates of the cost of performing the entire contract, based > the cost experience of the 
Contractor during the trial run and upon all other relevant factors, itemized in the same way as the estimated 
= “op in section (b) above, and showing separately any reserves for contingencies included in the 
estimate,’ ‘ 
Paragraph (iii) will then be renumbered (ii). 
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403, the Sixth Supplemental National Defense Appropriation Act, 1942, as amended. The Contractor and 
the Government therefore agree that the prices fixed in Article — hereof shall be paid for items delivered 
hereunder during the first period and that such prices for that period shall not be subject to renegotiation 
under said statute as amended or Article — hereof. 

(c) Periodic statements. Fifteen days before the end of each period hereunder, except the last, or at 
such other time or times as the Contracting Officer may fix, the Contractor will submit to the Contracting 
Officer the following data— 

(1) Statements showing the actual cost of producing all items completed for delivery during such 
period, for which cost figures are available, and such other statements as the Contracting Officer may 
require. 

(2) Estimates of the cost of items to be delivered during the next succeeding period, based upon the 
previous cost experience of the Contractor and upon all other relevant factors. 

(3) Proposed prices for items to be delivered during the next succeeding period. 

(d) Periodic price adjustment pti 

(1) Upon the filing of the data required by section (c) hereof, the Contractor and the Contracting 
Officer will negotiate in good faith to agree upon adjusted cost estimates and prices for items to be 
delivered during the next succeeding period under this contract. 

(2) Prices so negotiated and agreed upon may be in excess of or less than the prices stated in Article 
— hereof. In negotiating such prices consideration will be given to all pertinent factors which have 
affected the Contractor’s costs for items delivered hereunder during any preceding period, or which are 
likely to affect such costs for items to be delivered hereunder during the next succeeding period, and to 
all pertinent factors bearing upon the profit margin which is reasonable for the Contractor to earn during 
the succeeding period. Whenever the Contractor, by skillful management, careful buying, or efficiency in 
production, has reduced costs experienced during the next preceding period below the estimated amount 
thereof, and the Government will benefit therefrom by reduced prices from the succeeding period, the 
contemplated margin of profit for the succeeding period may be increased in recognition of these facts. 

(3) After each negotiation, the agreement reached will be evidenced by a supplemental agreement to 
this contract stating the cost estimates and adjusted prices for the succeeding period. In the discretion of 
the Contracting Officer, the supplemental agreement may contain a finding that the provisions of this 
contract and said supplemental agreement are adequate to prevent excessive profits during the applicable 
succeeding period, and an agreement that the prices fixed for such period will not be subject to renegotia- 
tion under section 403, the Sixth Supplemental National Defense Appropriation Act, 1942, as amended, or 
under Article — hereof. 

(4) A disagreement between the Contracting Officer and the Contractor as to an adjusted price for 
any period will not be subject to Article — (Disputes), and during that period the Contractor shall be 
paid the price fixed for the preceding period. 

(e) Payments. During the first period the Government shall pay to the Contractor the price set forth 
in Article — for all items delivered. During each succeeding period the Government will pay to the Con- 
tractor the prices negotiated hereunder for items delivered in that period. If the price for any succeeding 
period hereunder is still under negotiation and not agreed upon at the beginning of that period, then until 
an adjusted price for that period is agreed upon, the Contractor will be paid the price fixed for the last 
preceding period; but after the Contractor and Contracting Officer have agreed by supplemental agreement 
upon the adjusted prices, an amount equal to the difference between the prices paid on the items delivered 
in that priod and such adjusted prices will be added to or deducted from payments for subsequent 
deliveries under this contract or will be paid by or returned to the Government, as the Contracting Officer 
may direct. 

(£) Accounts and records—statements. [The first part of this paragraph is identical to sub-paragraph 
(c)(2) of the Redetermination Article, supra, except that it omits the last 7 words in the first sentence 
therein. Ep.] The Contractor represents that the estimates of future costs contained in paragraph (b), 
and hereafter submitted pursuant to paragraph (c)(2) reflect the best judgment of the Contractor as to 
probable costs on the basis of previous cost experience and all other relevant factors, and contain no 
provisions for reserves or allowances not revealed therein. 





























PRICING IN WAR CONTRACTS* 


Guen A. Lioyp** 


Pricing in war contracts probably requires the contracting parties to deal in the 
face of unknown and changing conditions on a larger scale than in any previous 
experience. The lack of knowledge of costs, inexperience in making munitions 
and producing in volume beyond previous experience, at the outset of the war, are 
now well known. The constant reference to these uncertainties during the early 
months of the war has, by implication at least, given the impression that they no 
longer exist in sufficient volume to complicate pricing problems. This impression is 
inaccurate. It must also be recognized that new types of uncertainties, illustrated 
by total and partial terminations of contracts, have come into the picture, with 
the result that proper contracting and pricing in many fields are still extremely 
difficult. 

According to figures recently published by the War Production Board, the 1943 
output of war materials will be about 63 billion dollars, with the annual rate 
during the last quarter at 75 billions, while the 1944 schedule has been set at 80 
billions. The 1944 rate is not spectacularly greater than the rate for the last quarter 
of 1943. These aggregates are not revealing insofar as stability of procurement prob- 
lems is concerned. It is certain that the 1944 total will involve much smaller ex- 
penditures on construction, plant equipment, and certain military items, while the 
expansion required in other lines is far greater than the totals imply. For example, 
an increase of 50 per cent in airplane production over 1943 is called for. The many 
cutbacks and terminations in some lines, as well as step-ups in others, give a bird’s- 
eye view of the extent which instability and uncertainty still dominate many a war 
production plant. 

It must be recognized that many military items are necessarily less stable in 
design than most commercial products. This is true for three principal reasons: 
First, one of the major objectives in war production is steady improvement of the 
implements of war, and these improvements are constantly flowing through from 

* The opinions expressed in this article are those of the author and are not to be taken as represent- 
ing official views of the War Department. 

** A.B. 1918, Maryville College, Tennessee; J.D. 1923, University of Chicago; member of Illinois 
Bar; member of Chicago, Illinois and American Bar Associations; member of Law Club and Commercial 
Club, Chicago; partner, Bell, Boyd & Marshall, Chicago, 1931-1942; with Chicago Ordnance District, 
War Department, June, 1942-March, 1943, serving at various times as Chief, Price Adjustment Section, 


member of Award Board, and Legal Advisor to the District Chief; Assistant Director for Pricing, Pur- 
chases Division, Headquarters, Army Service Forces, War Department, since March, 1943. 
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orderly engineering developments; second, changes are constantly required to meet 
new developments introduced by the enemy; and third, the timing and kind of 
warfare in the different theaters is directly responsible for shifts in the quantities 
and characteristics required of many items. 

Changing circumstances make it difficult to contract on a fixed-price basis even 
for short periods of time and doubly so for long periods. The choice of whether 
a contract shall be for a short or a long term is frequently not within the dis- 
cretion of the contracting parties. Many long term commitments are unavoidable. 
This is true not only from the necessity of complying with CMP requirements, but 
even more often to meet the normal requirements incident to the flow of produc- 
tion. The failure to place orders and make advance allotments would prevent the 
contractor from obtaining a preferred position on the schedules of manufacturers 
of components and on the schedules of controlled materials producers. In some 
instances delay in placing orders and failure to make advance allotments might 
prevent the manufacturer from passing allotments down through the chain of sub- 
contractors and suppliers in time to get orders for controlled materials placed 
during the quarter for which the allotments are valid. Because long-term com- 
mitments make proper pricing more difficult, it is highly desirable, on the other 
hand, to keep commitments as short as will assure orderly delivery of the material. 
Nevertheless this assurance has required and will require many contracts for deliv- 
eries extending 12 months or more into the future. 

In this setting, problems which arise in the negotiation of sound prices at the 
time contracts are originally placed become easier to comprehend. The necessity in 
many instances for some form of price adjustment or renegotiation after at least 
part performance is also more apparent. In fact, if one dwells intensively upon 
the number and variety of shifting circumstances which frequently come into the 
picture after the original negotiation, to alter manufacturing plans, costs, and poten- 
tial profits, one may persuade himself that attempts at careful buying of war mate- 
rials are not worth the candle. Many people, both within the Government and in 
industry, have so persuaded themselves. It has been forcefully argued that the very 
conditions cited were the reasons why the renegotiation statute was passed, and that 
with it and the excess-profits tax law as backstops, little time and work should be 
spent on original negotiations. A second point of view goes even further and 
urges not only casual original buying but also repeal of the renegotiation law. This 
view appears to hold that the only evil of loose pricing is the possibility of the 
accrual of excessive profits and that for all intents and purposes that problem will 
be handled adequately by the excess-profits tax law, as it stands or with amend- 
ments. The third general point of view is that with or without the aid of stat- 
utory renegotiation the negotiation of contracts should be conducted on a business 

basis in a determined effort to arrive at a contractual relationship which is sound 
and defensible from the standpoint of both parties. The latter view has now been 
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pretty generally accepted by war procurement agencies and is the one on which 
this article is premised. 
Osjectives oF A Pricine Poticy 

The term “close prices” is frequently used. This term in the sense in which it 
is used does not necessarily mean prices which are the lowest obtainable from a 
given contractor, but rather those found by careful, practical analysis to be fair and 
reasonable in the circumstances of the particular procurement. It might be said 
that close prices are those, as nearly as obtainable, which would exist under com- 
petitive conditions. The object is, to a large degree, merely to put into war pur- 
chasing by what might be called artificial or synthetic methods what competition 
normally contributed to peacetime buying. 

The urgent importance of getting out production of the right quality and on 
time is beyond debate, but the importance of doing so on a business basis has fre- 
quently been questioned. Those who believe that the time and energy devoted to 
improving contracting and pricing methods could be better utilized in some other 
phase of the war effort, must necessarily take the position that the principal im- 
portance of these functions is to save money and that they have no effective rela- 
tionship to efficient operations or adequate production. The trouble with this position 
is that it is not borne out by industrial experience. The most convincing proof 
that it is not borne out by experience is the long record of improvements in manu- 
facturing methods and techniques made under the pressure of competitive prices. 
Also there are many examples in the procurement program which strongly indicate 
that satisfactory contractual relationships, including close prices, have a decided 
influence upon production methods and controls. There are also striking examples 
of the damage which can result to production from loose contracting and pricing 
practices. If the necessity of making a profit out of a close price has been as strong 
a force in manufacturing operations as experience in both peacetime and war produc- 
tion indicates, then the pricing phase of war procurement becomes a function not 
merely of dollars spent or saved, but of production and morale. Properly negotiated 
prices in this sense may contribute more toward winning the war and to effective 
postwar competitive positions of war producers than will the money saved. 

It has often been said that no one knows what a proper price for a machine 
gun, a tank, or a bomber should be, and therefore excessive time spent in trying 
to find out is both futile and wasteful. It is undoubtedly true that no one does know 
what prices for such military items should be in an abstract sense, and that they 
cannot be discovered by mathematical abstractions. When related, however, to the 
specific conditions of a given procurement from an identified producer, overall dis- 
closure of pertinent information dealt with by the contracting parties in a thor- 
oughly cooperative manner through a high order of negotiations, presents a very 
different picture. In many instances the capacity of marginal producers is required, 
and a right price for such a producer may and often does vary substantially from 
a proper price to a more efficient producer. The soundness of differentials in prices 
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lies in understanding the reasons for the differences. In each important procure- 
ment there is an ideal price which would provide effective pressures and incentives 
to insure efficient operations and maximum production. Perfection, of course, can- 
not be attained, but the right kinds of cooperation and negotiations are constantly 
bringing prices within the practical limits of the objective. 


In view of the relatively longer experience with war production in England, 
it is significant to note the conclusions of the Select Committee on National Ex- 
penditure in its Fourth Report to the House of Commons: 


“The effort to maintain or restore some incentive to cheap production, which is the 
object of such modifications in adjusted price contracts, has been disparaged on the 
ground that output is more important than price and that attempts to effect paltry econ- 
omies may seriously disturb the productive organisation. The answer to this lies in the 
relation between costs and efficiency, which experience shows to be so close that maximum 
output is unlikely to be attained under conditions in which costs are to any considerable 
extent above the minimum. Unwillingness to press for a return to fixed prices seems to 
be associated with the misapprehension that maximum output and economy are distinct 
and frequently incompatible aims. Maximum output is essential; but, if it is to be 
achieved, the expenditure of national resources—whether in man-power, in materials or 
in capital equipment—must be at a minimum for each unit of output; and one indis- 
pensable method of bringing this about is to pay the closest attention to sound methods 
of contract procedure. .. . 

“The prime necessity in a war economy is for the maximum and most efficient use 
of man-power and materials. It is a fundamental mistake to suppose that a form of 
output may be comparatively expensive in terms of money and yet cheap in terms of 
these real resources.” 


The principal objectives of a sound pricing policy may be summarized in this 
manner: (1) Stimulation of higher production through efficiency and economy—the 
reduction of costs, both money costs and costs in materials and labor (unless such a 
policy is concentrated upon constantly more efficient use of labor, materials and 
machinery, it leaves contractors with little incentive to resist increases in wage rates 
and material costs and thus puts added strain on price and wage controls; inefficiency 
in war production also flows over into and directly affects civilian production, in- 
creases shortages of such production and aggravates the problems of rationing and 
price control; this is one of the most serious dangers of unsound procurement and 
is difficult to remove in most instances by any method other than close pricing at 
or near the inception of war contracts); (2) checking inflationary tendencies created 
by higher purchasing power, higher costs and fewer supplies on the market; within 
the military field this objective is closely tied in to the terms of actual procurements 
and cannot be handled by general policies and standards such as those available to 
OPA in its anti-inflation objectives and to the Treasury in administering the 
excess-profits tax law; (3) preventing public outcry and injury to morale; and 
(4) controlling costs of the war. 








Pricinc in War Contracts 239 


Pricinc MetHops 


One of the most frequent mistakes made in pricing methods and in organiza- 
tions set up to administer them is the presumption that contracting and pricing 
are made up of a series of independent elements. This leads to a mechanical 
system which has different people working independently on such things as com- 
parative prices, cost breakdowns, contract clauses, financing provisions, and other 
price factors. Under this system no one person or group with a knowledge of all 
pertinent factors and with an understanding of their relationship to one another, 
can ever exercise judgment on what the final price should be. One of the most 
important phases, for example, of the War Department’s present pricing program is 
an effort to integrate factual developments and negotiations. This system enables 
final judgment to take into account the use of such approaches as comparative prices, 
costs and trends of costs, contract provisions, and information developed in statutory 
renegotiation. 


Comparative Prices 


The practical utility of comparing prices is known to anyone who engages in 
the every-day activity of buying necessities. If the prices of two merchants differ 
substantially, the ordinary buyer either makes the purchase at the lower price or 
satisfies himself that the higher price is justified for some reason or other. Buying 
war materials is much more complicated because it is often essential to make use 
of every productive facility regardless of price and because valid comparisons 
are frequently much more difficult to make, as well as for other reasons which 
will appear hereinafter. Nevertheless, an intelligent comparison of prices is of value 
in furthering the object of buying war goods at right prices. 

Price comparisons, without further analysis, can often be used to effect price 
reductions of peacetime items purchased for war uses. Under peacetime condi- 
tions, producers did not receive higher prices merely because they had higher costs. 
Differences in costs were absorbed within relatively similar prices and were re- 
flected by different profit margins. There is, therefore, little need for allowing 
price differentials for ordinary commercial items because of higher costs. Com- 
parisons of prices should govern the price analysis in most cases. This does not 
mean that peacetime prices will be paid for ordinary commercial items. ‘The 
large assured volume brought about by war orders has substantially reduced the 
costs of many producers, and this fact should be taken into account in negotiating 
the prices to be paid. - 

Even with respect to strictly war materials, it is not uncommon for a skillful 
negotiator to employ comparative prices as a means of persuading high-price pro- 
ducers to bring their prices into line with low-price suppliers. The typical American 
manufacturer does not want to be known as one who sells at comparatively high 
prices. He desires, moreover, to maintain his place in competing for post-war 
business, and he knows or can be shown that high prices for war goods may lead 
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to inefficiencies which may continue after the war and impair his ability to com- 
pete with other and more economical producers. In this way the force of com- 
petition may be injected into the buying of war goods. 

In many cases, however, the comparison and the process are not so simple. The 
Government representative must acquaint himself with the factors which tend to 
invalidate the comparison and must, in any case where the factors differ, perform 
the difficult task of reducing those differences to the common denominator of 
dollars and cents. Some of the more important of those price factors will now 
be briefly considered, after which appears a short discussion of the use of price 
indexes as an aid to sound pricing. 

Specifications—It is obvious that differences in specifications may justify or 
require differences in prices. ‘The negotiator must acquaint himself with the tech- 
nical differences between the items being compared and then, with whatever expert 
assistance may be available, evaluate those differences in terms of money. 

Size of the Order—No argument is necessary to establish that the factor of vol- 
ume may have an important influence on the comparability of prices. It is clear 
that the unit price for 10,000 units should normally be lower than that for 2,000. 
On the other hand, there may be exceptions in cases of overloading, where the 
point of diminishing returns is reached and “creeping costs” begin to appear. 

Delivery Schedules—A contract calling for deliveries over a long period of time 
may have higher prices than a contract providing a shorter delivery schedule, be- 
cause there are greater uncertainties and hence greater risks under the longer-term 
agreement. As pointed out below, the influence of such risks on prices may be 
affected by contract provisions for shifting the risks to the Government. 

Government-Furnished Materials and Facilities Where the Government sup- 
plies a contractor either materials or productive facilities, or both, it is manifest 
that the price of that contractor is not comparable with prices of other producers 
who are not receiving similar treatment, unless an appropriate adjustment is made. 

Financing Provisions——In a case where the Government assists a contractor in 
financing his operations, by way of advance payments, unit payments, progress 
payments or the like, his prices are not fairly comparable with those of other pro- 
ducers without an adequate adjustment. 

Royalties—An adjustment is also necessary when one producer pays for the 
use of patent rights and the others do not. 

Sub-contracting—The influence of sub-contracting on the comparability of 
prices is subject to no single generalization. In some cases it may result in prices 
higher than if the prime contractor had himself fabricated the sub-contracted com- 
ponent. In other cases the prices may be lower. In still other cases sub-contracting 
may not affect the price in one way or the other. The one point is certain that it 
is generally difficult to evaluate the effect of sub-contracting on the price of a given 


producer. 
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A comparison of prices of important sub-contracted items is of considerable 
value in bringing about close pricing. It not infrequently occurs that one con- 
tractor pays more than another for an identical item obtained from the same sub- 
contractor. A higher price for an end item may result from an excessive price for 
a sub-contracted component, which fact may be discovered by the simple process 
of comparison. 

Comparing Individual Prices—Notwithstanding the fact that only limited con- 
clusions can be reached from price comparisons because they merely reveal differ- 
ences and do not explain them, they can often be used effectively in obtaining 
prices which are fair and reasonable. Thus, where the price factors and conditions 
of production are essentially similar between two contracts, prices should be sim- 
ilar. This similarity of price factors is found usually in (a) contracts for the same 
item with the same contractor, and (b) contracts with different contractors for 
standard commercial items. 

It can generally be assumed that the price for an extension of an old contract 
or the price in a new contract covering an item in production should be no higher 
than the price under which deliveries are currently made. In many instances 
improved manufacturing techniques or increased volume will require that the new 
price be lower. 

Notwithstanding differences in price factors, comparative prices can often be 
used directly to effect a price reduction. This is true because they permit the con- 
tracting officer to inject a competitive force into his buying. No contractor derives 
satisfaction from being the highest-price producer, and many will reduce prices sim- 
ply to meet the lower price of another. Many corporations recognize that their 
post-war market positions will depend upon their comparative efficiency and ability 
to meet competition. They recognize that close prices have virtue in developing 
increased efficiency in production and for this reason will accept a competitive price 
reduction. 

Comparing Price Changes—Comparisons of individual prices are not so effec- 
tive in revealing overpricing when applied to items whose manufacture is attended 
by wide variations in costs. These items, in the main, are those whose use is 
restricted solely to war and which are being produced by companies having widely 
varying peacetime activities and corresponding variations in manufacturing facil- 
ities. For such comparisons to be direct, price factors must be identical, a condi- 
tion which often does not exist. 

Perhaps the most effective price comparison to use in regard to non-competitive 
items is that which compares the price changes of one contractor with those of 
another for the same or similar item. Thus, it is assumed that even though prices 
are at different levels, experience in manufacture should result in price reductions 
by all contractors and that the rate of the reductions should be similar. To the 
extent that one company’s price trend does not follow the decline of others, over- 
pricing may be suspected. 
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The following records actual price actions on contracts for the same commodity 
produced by three contractors: 


Company March 1942 June July August December 
Paiste cee $52.50 $45.13 $38.69 
Pat ete iyesecwant 56.00 $55.90 
RR error 58.50 $58.50 53-39 


The first recorded price change occurred in July when Company 1, the lowest- 
price producer, reduced its price by 14 per cent. During August, Company 2 ob- 
tained a price practically unchanged from that which existed since March. Query: 
Why was there no greater reduction when compared with the 14 per cent decline 
registered by Company 1? 

By December, Company 1 had reduced its price to a level 26 per cent under 
that of March; Company 3 had reduced its price by 9 per cent; and Company 2 
remained unchanged. These comparisons indicate an inquiry into the prices of 
the two high-price producers. 

The application of a number of price series as a yardstick is not a mechanical 
procedure. The fact that price changes of one company are wholly dissimilar to 
those of a number of other companies may suggest inspection of the majority rather 
than the one. Thus, the following prices were paid to a number of producers of 
one standard item: 


Company Feb. 1942 April May Sept. Nov. March 1943 
ree $5.00 $5.00 $3.85 $4.35 $4.10 $2.50 
rere 7.00 6.00 6.00 6.50 6.50 6.00 
SAN ceaes 7.00 7.00 6.50 7.00 6.50 
eee 7.30 7.30 6.50 
Sena 6.37 6.87 6.87 
Sy ase rae 7.25 7.25 6.25 
Pe cians 6.50 7.00 6.50 
er 7.25 775 7-75 6.50 


The sharp reduction in the price of Company 1 (from $5.00 to $2.50), which 
started with a lower price, makes the prices of the other seven subject to question. 
The March, 1943, prices reflect such a wide range that differences in contractual 
and production circumstances would be examined. 

The comparison of price movements does not require identical price factors. 
Therefore, it has been found that this method may be used for several non-identical 
items which are influenced by similar circumstances. Thus, a .50 caliber machine 
gun and a .30 caliber machine gun require similar materials and processes even 
though their production costs are not readily comparable. Therefore, a downward 
price movement for a .50 caliber gun would cast some doubt on the justification of 
increasing the price for a .30 caliber gun. 

As might be expected, analysts who have compared many price series for the 
same or similar items will find that their procedures have become more and more 
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complicated as the number of series increased. The War Department is, therefore, 
developing a component series, which will reflect the average price movements of a 
number of items, to use as a yardstick in analyzing the price of one contractor. 

The computation of average price movements, in the War Department, is re- 
sulting in a number of price indexes. A price index is being constructed for each 
of the major commodities, together with several overall indexes. The price analysis 
function is being coordinated with the index work on two bases: price analysis 
supplies the basic price information and will use the final indexes in aid of close 
pricing of future purchases. 

Through the index material it will be possible to simplify many of the tasks of 
analyzing comparative price movements. As the specific indexes are applied, their 
usefulness will increase. In many cases the regularly prepared index series will be 
applicable to specific price situations. However, a price analyst may find that a 
new index, or a variation of a standard one, will apply to some of his specific 
problems more directly. In that event, it may be that a new index can be readily 
constructed to fit his specific needs. 

Through these indexes the individual analyst is in a position to see the general 
trends of prices; whether certain key items are going up or down in other sections 
of the country; whether the prices of certain end items, such as airplane engines, 
are being reduced more quickly than those of others, such as air frames; what 
factors seem to affect these broad situations; and what to examine more closely in 
the individual procurement. The indexes will thus become a device to further the 
War Department policy of close pricing. 


Cost Analysis 


It is often necessary to go beyond the analysis of comparisons in order to under- 
stand a price. Items purchased under several contracts may not be exactly compar- 
able. There may be differences in specifications, Government-furnished equipment, 
Government-financed facilities, volume and risk factors. Therefore, an evaluation 
of the differences may be necessary in order to understand the price. In many 
cases it may be necessary to pay a higher price to one contractor because he is com- 
pelled to utilize high cost operations which cannot be replaced. Many procurements 
involve completely new items for which there are no comparable prices. 

In this setting the analyst must go far beyond an accounting analysis of profits. 
He must look into the factors affecting costs and the basis for their evaluation. 
He must look into the possibilities of reducing costs by efficient production meth- 
ods. He must consider the influence of the prices allowed on future efficiency and 
costs. 

The forward look at costs cannot be applied mechanically. If cost analysis called 
merely for the addition of the elements of cost plus a profit, the influence of prices 
on costs and productive performance might be overlooked. Cost estimates for for- 
ward pricing require a considerable amount of business evaluation. Although past 
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costs are a good starting point, their future projection involves the exercise of sound 
judgment. For example, there may be differences in volume factors, wage rates, 
productive methods, and the relative efficiency of the operating organization, all 


of which must be intelligently evaluated. 

On that account cost analysis in the procurement field must be regarded as an 
integral phase of price analysis. The examination of costs cannot be based upon 
either of the theoretical extremes of cost estimating. On the one hand, there is 
little to be gained from a complete cost accounting which follows through on all 
of the elements of cost for each individual part going into the final product. On 
the other hand, it is impracticable to estimate the costs of producing an item by the 
simple method of hefting it and looking it over. The cost analysis which should 
be utilized in this field must be based upon a practical effort to evaluate the par- 
ticular problems which face the price analyst. 


In many cases the major components of a final price will be found in the prices 
which the prime contractor pays for several sub-contracted components. In that 
event the analysis may be substantially complete by an evaluation of the prices 
paid for the components, including a study of comparative prices and of price 
factors affecting the sub-contract. 


In many cases the study of comparative prices and factors will show specific 
differences which should be evaluated in cost terms. For example, one product 
may require the addition of several parts to the item which was purchased under a 
previous contract. If there is a substantial price justification for the previous con- 
tract, the cost analysis would essentially be a study of the cost of the additional 
parts. 

The analysis of differences in cost factors is especially important in considering 
the prices paid for spare parts in many contracts. If all the parts used in the end 
product are purchased as spares, it is possible to build up a synthetic price for the 
final component unassembled, as in the case of engines. The analysis of the spare 
parts prices may be carried out by comparing the prices of spares, less the cost of 
special packaging, with the prices of the finished engine, less the cost of assembly, 
testing, and packing. Through this synthetized comparison it is often possible to 
tell whether or not the prices paid for a set of spares are sound in the light of the 
prices paid for the completed item. 


When cost analysis is developed for a major procurement, the type of the total 
analysis will depend upon the nature of the end item and the cost problems which 
affect it. For example, an analysis of substantial price differences for an insecticide 
disclosed wide differences in the cost estimates for materials which two contractors 
submitted. An examination of these cost estimates disclosed that the high price 
contractor was contemplating the use of a very high proportion of an expensive 
raw material, whereas the low price manufacturer had estimated his costs on the 
basis of a smaller proportion of that material. An examination of the specifica- 
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tions disclosed that they did not require the larger quantity of the costlier material. 
With this information it was possible to show the contractor that his mixture of 
the materials should be changed and his price reduced. On the other hand, the 
procurement of a complicated item, such as radio equipment, carbines, or airplane 
engines, may require a detailed analysis of various elements going into cost com- 
parisons with past and standard costs and an examination of the bases for the 
future cost estimates. Such an examination may call for a review of the con- 
tractor’s cost accounting system and engineering estimates to check into the rea- 
sonableness of the cost forecasts. The discussion of costs may cover the bases for 
the forecast, expected changes in conditions, improvements in methods and in 
efficiencies and in the possibilities of reducing costs of sub-contracted items. 

In a cost examination covering more complex items the relationships between 
price policies and productive performance become very clear. If a contractor’s cost 
accounting system and cost estimates show that the contractor does not have cost 
records which reflect the efficiencies of his own operations, production as well as 
prices will be affected. The contractor who is watching costs in order to develop 
close prices is also watching costs in order to develop more efficient performance. 
On the other hand, the contractor whose cost information, including the data 
secured from his formal cost accounting system, engineering reports, and production 
schedules, is calculated to produce justifications for high prices, may very well con- 
duct a decidedly inefficient operation. 

At this point the analysis of costs must include a consideration of accounting 
control systems, engineering and production controls, relative operating efficiencies, 
and the factors affecting unit costs in order to develop an intelligent analysis of 
prices. Labor costs may be checked by analyzing the number of labor hours re- 
quired for the total production and for component parts. Material costs may be 
analyzed by examining the total amount and type of materials used, scrap and 
salvage, and prices for sub-contracted parts. Through these two examinations it is 
often possible to detect relative inefficiencies as between producers. This analysis 
may have a direct effect not only on the prices but also on the production methods. 
For example, through such a consideration it was discovered that a high price con-., 
tractor had been using hot rolled steel when cold rolled steel could have been 
used. As a result of the negotiations the producer changed to cold rolled steel, 
reduced his costs and prices, and increased his efficiency. 

In some few cases cost surveys have been made of all the major producers of a 
particular item. These studies have shown cost differences which reflect clearly 
differences in production methods and efficiency. In those cases the price reduc- 
tions were accompanied directly by improvements in productive performance which 
the less efficient producers were induced to make as a result of the studies. 

It is impossible to develop any simple generalization about the kinds of cost 
analysis which a close pricing program requires. Since each analysis must be tai- 
lored to the particular procurement on the basis of the range and type of problems 
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presented, there can be no set pattern for cost examinations or evaluations. The 
complete accounting approach will not meet the requirements, nor will the complete 
engineering approach. The success of a realistic cost analysis program will in final 
analysis depend on the extent to which cost analysis implements and supports the 
overall function of price analysis. 

A few producers for the war have been reluctant to furnish product costs for 
pricing purposes on the grounds that such information is confidential and that costs 
are immaterial in the fixing of prices. They point out that it was not customary 
to furnish peace-time buyers with costs of production and conclude that there is no 
more reason to furnish them to the Government as a war-time buyer. Most pro- 
ducers, however, have recognized that the use of product costs is the only effective 
substitute for peace-time competition and that they themselves are much better off 
to have this information in the hands of contracting officers. They feel that a con- 
tracting officer without the aid of effective competitive bids and with no reliable 
knowledge of a particular contractor’s costs, is more likely to be arbitrary and un- 
reasonable in his ideas of what prices should be. Contractors, therefore, find their 
own best protection in a policy that assures full information to the contracting 
officer on all factors pertinent to a transaction, even when this requires going beyond 
the requests made upon them. ? 

Significant progress has been made in use of the type of cost analysis outlined 
above, which to a substantial degree is responsible for the steady progress being 
made in the pricing of war goods. This type of cost analysis is much broader in 
scope than an accounting approach. In addition to placing a heavy responsibility 
upon contractors to keep adequate records, it calls for an intelligent job of apprais- 
ing and evaluating cost and price factors. Any war contractor who has not assumed 
this responsibility is indeed in a poor position to complain about arbitrary actions 
of Government procurement agencies. 


Contract Provisions 


On account of the uncertainties arising out of changes, for example, in volume 
and specifications, referred to at the outset in this article, the possibility of increases 
in costs of labor and materials, and various other business hazards occasioned by the 
abnormalities of the war, it might well be argued that war contracts, especially those 
involving long-term commitments, should be made on some kind of cost-plus 
basis. In that way risks over which the contractor has no control, and for which 
he is not responsible, would be shifted to the Government, and the contractor 
would be virtually assured of some profit. Such a blanket solution of the problem, 
however, does not meet with favor by Government procurement agencies. Although 
the statute forbidding the use of cost-plus-a-percentage contracts expressly permits 
the use of cost-plus-a-fixed-fee contracts, agreements of the latter type are contrary 
to the policies of the Government in many fields of procurement. The reasons 
for this view are (a) that the fixed-fee contracts do not encourage efficiency to 
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the same extent as do fixed-price contracts and so do not lead to an economical 
use of man-power, materials and machinery or to improvements in manufacturing 
methods and processes; (b) that the administration of such contracts requires ex- 
tensive and uneconomical use of accounting and other personnel; (c) that such 
contracts may lead to unsound competition for labor and the accumulation of 
inventories; and (d) that they do not bring about maximum production as effec- 
tively as do fixed-price agreements. For reasons such as the foregoing it is the 
announced policy of the War Department that “supply contracts will be made on 
a cost-plus-a-fixed-fee basis only if no practicable alternative exists.” 

The true purpose of cost-plus-fixed-fee type of contracting has sometimes been 
misunderstood. One view seems to hold that the uncertainties in war buying 
make fixed-fee contracts appropriate in virtually all fields of contracting, while an- 
other condemns them altogether. Both views are extreme and, from the standpoint 
of relating contracting methods to production needs, are open to question. The 
questions of whether such contracts should be used and to what extent are not 
legal or abstract. These questions are significantly related to obtaining required 
results under given circumstances. For example, it might be extremely important 
in meeting military requirements that ammunition containers be produced in highly 
fluctuating quantities. These containers are too bulky for extensive storage or long 
hauls, but loading plants often cannot anticipate requirements far in advance. Yet 
such requirements, when known, are urgent. Under these circumstances a fixed- 
price contract would make it impossible to meet the necessarily erratic delivery 
schedules without abnormally high unit costs and prices. The determining factor 
in such a case should not be a pre-existing prejudice, arbitrary rule, or the success 
of a superior bargainer. The selection of the form of contract, as well as other 
features of the transaction, should be made in the manner most calculated to draw 
out maximum production from an existing situation. 

The economic use of cost-plus-fixed-fee contracts may cover a wide range of 
conditions, such as necessity of extremely large volume from companies with small 
invested or working capital, early peak production, experimental and developmental 
work, or need for unusual flexibility of operations. If failure to use a fixed-fee 
contract seriously threatens the loss of these essential aspects of production, the 
question of whether it should be employed answers itself. Procurement policies 
based on this point of view do not leave the area for fixed-fee contracting to be 
dictated by mere failures in negotiations for fixed prices. The area is defined by 
production requirements, and a procurement policy squarely based on meeting such 
requirements does not need to be defensive or apologetic for merely recognizing 
production necessities. The secret is to locate this area of contracting and limit the 
use of fixed-fee contracts to it. Because many fields of war contracting have, in 
varying degrees, some of the characteristics of the areas within which fixed-fee 
contracting is sound, the decision on whether or not to use such contracts is not 
always easy. The area cannot be defined by inflexible rules. Thus, in many cases 
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several of the conditions warranting a cost-plus-fixed-fee contract may be effectively 
handled by appropriate clauses in fixed-price contracts. The process of selection 
gets back to the basic method for all war buying, that is, flexible negotiations based 
on full disclosure of pertinent facts and a thorough understanding of production 
needs and problems. The added administrative burden should, of course, be taken 
into account. The difficulties with this form of contracting center around its in- 
appropriate application and ineffective administration rather than complete imprac- 
ticability. The Government and war contractors should use the same standards in 
reaching decisions on which form of contract to use, since their production ob- 
jectives are the same. 

___ If fixed-fee contracts are not countenanced (except in certain areas of contract- 
ing) and war contractors are urged to commit themselves to fixed-price contracts, 
they will naturally seek to protect themselves against loss by including in their 
costs and prices charges sufficiently large to cover every possible contingency that 
might arise in the period of performance. Such a course is simply an application 
to a wartime problem of an accounting device designed to protect a businessman 
against losses of various kinds in time of peace as well as in time of war. The 
difficulty with its use in the pricing of war contracts is that the inclusion of con- 
tingency charges effectively prevents purchases at close prices. The question thus 
presented is, how are close prices to be obtained in view of all the uncertainties 
and risks resulting from the vagaries of war? 

The answer to that question is that the risk resulting from such abnormal, war- 
caused uncertainties and hazards may be shifted, by contract, from the contractor 
to the Government. In other words, an intelligent application of contract pro- 
visions may give the contractor some of the certainty he desires and thereby induce 
him to commit himself to closer prices. The contract provisions which are pres- 
ently used by War Department procurement agencies to effect such shifts of risks 
may be divided into two broad classes: (1) provisions designed to protect the 
contractor against virtually all cost increases not subject to his control; (2) pro- 
visions designed to protect him against specific cost increases. Of these in order: 


General Price Adjustment Provisions 

Negotiated Revision of Entire Price—The authorized article’ provides for one 
upward or downward revision of the entire price by negotiation on the basis of a 
“trial run,” which shall be from twenty to forty per cent of production under the 
contract. The revised price may be different for different periods of the contract. 
Upon failure to agree upon a revised price, either party may terminate within a 
specified time. The article is to be used only in cases where the developmental or 
experimental nature of the item or lack of production experience or other causes 
preclude reliable cost estimates when the contract is made and make price revision 
essential. It should be noted that use of the provision is predicated on the con- 


* For text of the article, see Appendix to Marbury and Bowie, Renegotiation and Procurement, supra 
218, at 232. 
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tractor’s elimination of substantially all contingency charges. As an incentive to 
the contractor, his profit margin may be increased if he reduces costs and prices 
by skillful management, careful buying or efficient production. 

A related article? provides for downward redetermination of price on the basis 
of a formula. The authorized provision divides production into three periods: the 
preliminary run, the test run, and the remainder of the production. By the formula 
the cost of the remaining production is regarded as the same as the cost of the test 
run, and if those costs, together with the cost of the preliminary run, are less than 
the original cost estimate, the entire price is to be reduced by the amount of such 
difference. This clause is designed for use in certain cases where production cost 
cannot be estimated with reasonable accuracy when the contract is made, as in the 
case of entirely new items, experimental products, items subject to radical change, 
or where the contractor is wanting in experience. 

Periodic Price Adjustment2—These articles provide for a negotiated upward 
or downward adjustment of the price at the end of periods which may be fixed at 
from three to six months. In one of the articles the price for the first period is 
fixed, and in the other it is subject to a retroactive adjustment for the first period 
similar to the prospective adjustments for the succeeding periods. Every such ad- 
justment is based on the cost experience for the preceding period or periods and 
on all other relevant factors. Either of the clauses may or may not provide for 
exemption from statutory renegotiation. Particularly where such exemption is pro- 
vided for, there must be a substantial elimination of charges for contingencies and 
a relatively low profit margin. If costs are reduced and the Government benefits 
thereby through lower prices, as a result of the contractor’s efficiency, the margin 
of profit may be increased for succeeding periods. The use of these articles is 
limited to cases where accurate cost data on the production are or will be available 
when the adjustment negotiations take place. 

Revision of Price-—Where the price may be fairly fixed for the initial period 
but not for the remainder of the contract because of the uncertainty of future 
conditions, this article provides for a single upward or downward negotiated re- 
vision of the price at the end of that period. The revised price may be different 
for different periods, but the revision applies only to the remainder of the contract, 
not to the initial period. As in the case of the articles previously discussed, the 
price here must contain substantially no allowances for contingencies. Either party 
may terminate upon failure to agree upon revised prices. 

Escalation in Relation to O.P.A. Ceiling Prices—Although escalation is gen- 
erally contrary to War Department policy, there are certain extraordinary cases 
where it may be used. The use of escalation clauses has been authorized in rela- 
tion to lumber, coal, and fuel oil and gasoline. In the case of lumber the price 
fluctuates up and down by the same number of cents that the O.P.A. maximum 
price may be increased or decreased. With respect to the other products named, 


97d. at 231. ® 1d. at 233. 














250 Law anp ConTEMPORARY PRoBLeMs 


the authorized articles provide for an increase in price by the same number of 
cents that the O.P.A. maximum price may be increased, for a decrease if such 
maximum price is reduced below the contract price, and for a redetermination of 
the price by negotiation at the option of the contracting officer. Such clauses are 
generally applicable to contracts running for a period of six months or more. 

A somewhat similar provision is authorized in respect of rubber and other prod- 
ucts where the Government actually fixes the price, as distinguished from cases 
where the Government merely prescribes the maximum price. The rubber article 
provides for an equitable adjustment of the price if the agreement between the 
War Department and Rubber Reserve Company shall be revised or terminated and 
the specified prices to the contractor for rubber are in consequence increased or 
decreased. 

Depending on their use, it might be that clauses last discussed would fall into 
the second broad class referred to above. 


Protection Against Specific Risks 

Changes Article—Where the contracting officer is empowered to make changes 
in (i) shipping and packing directions, (ii) quantity, (iii) drawings and specifica- 
tions, or (iv) delivery schedules, and such change or changes cause an increase or 
decrease in the amount of work or affect other cost factors, the article provides for 
an equitable adjustment of the price. In return for the inclusion of the clause the 
contractor is expected to eliminate reserves or allowances for the risk incident to 
such change or changes. 

Increase in Cost of Freight—Two provisions are available for protection against 
this kind of risk. One clause provides for an increase in price in case of an in- 
crease, authorized by the Interstate Commerce Commission, in freight rates on 
specified materials, after the date of the bid or the award. The other provides for 
an equitable adjustment of price if a change in the cost of freight on steel results 
from priority or allocation orders of the Government. The inclusion of either clause 
is predicated upon elimination of charges for the risk for which protection is given. 

Changes in Delivery Schedules—Whenever interruption of the production sched- 
ules will substantially affect the contractor’s cost and there is a serious risk of such 
interruption by Government action, the authorized article provides for an equitable 
adjustment of the price (a) if the rate of deliveries is reduced by partial termina- 
tion of the contract for the convenience of the Government or (b) if the contractor 
is prevented from following the delivery schedule by preference, priority or alloca- 
tion order of the Government, and in consequence the contractor’s cost is substan- 
tially affected. As in other provisions for the shifting of risk, the contractor is 
required to exclude allowances and reserves for such hazards. 

Taxes——The standard tax article contains a provision for an increase or decreas¢ 
in price in case certain taxes are imposed on the contractor or in case he is relieved 
of liability for such taxes. 
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Even if the contract makes no provision for price adjustment or if the provision 
contained in the contract does not cover the particular exigency confronting the 
contractor, the policy of the War Department is to relieve the contractor from 
losses or threatened losses for which he is not responsible. Such relief is effected 
by a contract amendment which may or may not be supported by consideration. 
Examples of amendments with consideration which may result in price increases 
are: changes in specifications, delivery schedules, or the like; when the contractor’s 
right to perform the contract according to his own methods is modified or restricted 
by the amendment; when the amendment changes volume or rate of production 
so as adversely to affect costs; and whenever the amendment is otherwise to the 
Government’s advantage and is based on legal consideration. 

Under the First War Powers Act and Executive Order No. goo1, amendments 
may be made without consideration. It is the general policy of the War Depart- 
ment to allow contract amendments to meet changed conditions when such action 
will facilitate the prosecution of the war. Examples of cases requiring amendments 
of this kind are: where the contractor has suffered or will suffer loss or lower 
profits as a result of a bona fide mistake of fact or as a result of Government 
action; when changed conditions result from enemy action or special circumstances 
of the war; where productive capacity or efficiency will be impaired by actual or 
threatened loss on a war contract; or where administration may be improved by 
an amendment. 

Upward and downward adjustment of price is also provided for in connection 
with problems arising out of the Controlled Materials Plan. 

It is apparent from the foregoing summary that the War Department has taken 
substantial steps directed toward elimination or reduction of many of the con- 
tractor’s risks which are peculiar to war conditions. Proper use of the devices so 
provided should result in closer prices than would otherwise be possible. 


INCENTIVE CoNTRACTS 


Some of the War Department provisions for fixed-price contracts, discussed 
hereinabove, give the contractor incentives to reduce costs by allowing greater 
profits and profit margins if he reduces his prices through efficiency. In cost-plus- 
a-fee agreements, and in other types of contracts with other Government agencies, 
similar incentives may be employed by the use of “target” prices or other like 
devices. The general tenor of such provisions is to allow the contractor a larger 
fee or profit if he succeeds in reducing costs or prices below a stated amount. 

The War Department has an authorized provision of this type for incorporation 
in cost-plus-a-fee agreements. The article provides for the fixing of the target 
estimate after preliminary and test runs, and the adjustment of the fee upward or 
downward after complete performance of the contract. The fee is increased if the 
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experienced costs are lower than the target estimate and decreased if such costs are 
higher. Both a maximum and a minimum fee are prescribed. 

A considerable amount of publicity has been given recently to Navy Department 
incentive contracts, although few such contracts thus far have been written. The 
agreements provide for a “contract price” and a “target cost.” Ninety per cent of the 
cost savings below the “target cost” is deducted from the contract price. In effect, 
the profit margin is increased by ten per cent of the estimated cost savings. One 
hundred per cent of the increased costs is added to the contract price up to a 
specified maximum. The “contract prices” and “target costs” are set for succeed- 
ing quotas of production. 

The Maritime Commission has several types of target price contracts. (1) The 
cost-plus-a-fee contracts for emergency cargo ships provide for adjustments of the 
fee based upon the number of man-hours used. The base fee is set in the contract 
along with delivery schedules and man-hour estimates. The fee is to be increased 
on the following bases: man-hours saved times fifty cents, and a bonus of $400 
per day for deliveries ahead of schedule. The fee is to be decreased on the follow- 
ing bases: man-hours used above the estimates times 3344 cents, and a penalty of 
$400 per day for delays in delivery. Maximum and minimum fees are set. A 
maximum price is set—but it can be changed. 

(2) The Maritime Commission’s “price minus” contracts for concrete barges 
provide for costs-plus-fees adjusted on the basis of dollar savings. A basic contract 
cost is set, subject to escalation for changes in wage and material price indexes 
and changes in specifications. A base fee is set, usually at one and one-half per 
cent of estimated cost. The contractor’s fee is adjusted by fifty per cent of the 
difference between the adjusted and the actual costs. In addition, penalties and 
bonuses for late and early deliveries are provided at a fixed amount per day. A 
maximum fee is set, usually at seven per cent of estimated cost. 

(3) Recently, the Maritime Commission started to negotiate a third type of 
target price contract for merchant vessels. This provides for fixed prices and for 
the refunding of all profits in excess of maximum profits allowed. Exemption 
from statutory renegotiation is provided. A base price and a maximum allowable 
profit are established in the contract. If the base price is lowered for successive 
groups of ships, the maximum profits which may be retained are increased. In 
other words, when a contractor reduces his price, he takes on the risk of additional 
losses in return for which he may retain larger profits. The base prices are subject 
to escalation. 


Problems in Administering Target Price Contracts 


At first blush, the target price contract seems to provide considerable incentive 
for improved operations and cost controls. Since the contractor is given an addi- 
tional reward for cost savings and suffers a penalty for cost increases, he should 
have strong incentives for improving his productive operations. However, this in- 
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centive approach depends upon the accuracy of the cost estimates which are pro- 
vided and the administrative efficiency of the audit procedures. 

High Target Prices—The general concensus seems to be that most target prices 
have been set too high. The contractor is paid not so much for increased effi- 
ciency as for poor estimating. The Bethlehem Steel case* was based on target price 
contracts entered into with the Emergency Fleet Corporation during the last war 
and exhibited some of the disadvantages of this approach. Some who have ex- 
amined target price contracts used during the last war have come to the conclusion 
that the targets were generally too high. The British Select Committee on National 
Expenditure has found that target price contracts are impracticable for use in the 
present war. 

Low Target Prices—Because of the problems presented by target prices which 
are too high, it has been suggested that the solution might be found in lower tar- 
gets. It has even been suggested that the costs of the most efficient producer of a 
product be used as the target. Such a procedure, it is felt, would eliminate tempta- 
tions to blow up the basic cost estimates. However, a target price system will not 
encourage industrial incentives if the target prices are unrealistic and discouraging. 
A contractor who is offered a reward for cutting his costs below an impracticable 
level would have no more incentive for reducing costs than under a cost-plus-fixed- 
fee agreement. Therefore, setting an effective target price requires an examination 
of the level of costs which may be achieved in the individual plant, taking into 
consideration available equipment, labor and materials, and the reasonable expecta- 
tions of improvements in efficiency in the near future. 

Avoidance of the Cost-Plus Approach—Experience indicates that contracts which 
provide for adjustments of the fee based upon fixed percentages of estimated costs 
do not effectively stimulate contractors’ incentives. As a matter of fact, a contract 
which provides that the fixed-fee shall be adjusted proportionately to costs so that 
it amounts to 5 per cent of costs is merely an adaptation of a cost-plus-percentage 
contract. 

Need of Cost Information—The proper administration of target price contracts 
requires that both the contractor and the Government have a sufficient amount of 
cost information. If the contractor has much more cost information than the 
Government, he may set the target too high without the knowledge of the con- 
tracting officer. On the other hand, a contracting officer with inadequate cost in- 
formation may seek to protect his position by setting targets which are too low to 
stimulate incentives. The use of pilot costs developed through test runs is one 
means of developing adequate cost information. However, a contractor who sets 
out to develop a high target cost may accomplish this end through the test run 
rather than through the cost estimate. 

Audit Requirements—In any circumstances, a target price contract which calls 
*United States v. Bethlehem Steel Corp., 315 U. S. 289 (1942). | 
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for cost audits maintains many of the administrative disadvantages of a cost-plus- 
fixed-fee contract. These include requirements of large auditing staffs, expensive 
accounting systems and post-audits. 


General Requirements for Stimulating Incentives 


The essential job of developing contractual incentives is to discover means for 
maintaining the natural incentives which are inherent in a profit and loss system. 
Businessmen have made higher profits over a period of years by cutting costs and 
by increasing production when the demand is great. Therefore, the development 
of incentives requires not the introduction of new drives but the purposeful appli- 
cation of existing profit motives. 

A review of the types of arrangements which have been used shows that there 
are no magical formulas or trick contract provisions which will guarantee incentives 
for higher production. An understanding of the types of production and price 
problems which contractors have to face is much more significant than any gen- 
eral type of contract. Basically, efficient procurement, including a discriminating 
use of the various types of contract provisions, will do more to develop incentives 
than any single formula. 

Incentives can be stimulated in individual contracts. However, a complete 
development requires that this general point of view should extend through all 
procurements, in all types of contracts, and among all Government agencies. 
Otherwise, the agency which develops incentives through a close pricing policy 
may find that contractors would rather deal with the other “more liberal” con- 
tracting officers. 

When targets are used, there must be close targets, but not too low. They are 
useful in a practical program for improving the efficiency of all producers and 
for rewarding those who do a better job with the facilities they have. This means 
that a contractor who operates an obsolete plant efficiently should be given a greater 
reward than another who operates a modern plant ineffectively, even when the 
costs of the modern plant are lower. At the same time, the development of in- 
centives must depend upon the possibility of developing losses as well as profits. 
The assurance of a return of costs will not drive business organizations to their 
best efforts. . 

A cooperative approach in contractual relationships is an integral part of an 
incentive system. This would include helping the contractor improve his opera- 
tions through the use of comparative data. It would call for giving the contractor 
an opportunity to present suggestions for improved contractual and production 
relationships, covering such factors as the size of the order, the length of a pro- 
duction schedule, and simplification of the items he produces. 

A complete incentive program would call for the injection of incentives into the 
production system at various levels. For example, salary and wage bonuses can 




















Pricinc in War Contracts 255 


improve productive operations and constitute a general mechanism for strength- 
ening profit incentives in day-to-day operations. 


Use oF Statutory RENEGOTIATION IN Forwarp Pricinc 


The problems encountered in original pricing and in price adjustments made 
pursuant to clauses in individual contracts, on the one hand, and in statutory 
renegotiation under Section 403 on the other, have many points in common. Some 
of these points involve reward for production attainment and manufacturing effi- 
ciency; analysis of comparative costs of production; comparison of prices and price 
trends; and various other incidental but important contributions to the war effort. 
Under present procedures these two functions tackle their common problems from 
different points of view and therefore in the main are complementary and not 
overlapping. The procurement officer looks at the individual contract as one of a 
group of orders for the same or similar items. On the other hand, the price ad- 
justment section considers the individual contract as one part of a company’s 
overall business. The procurement officer is primarily concerned with prices, of 
which potential profits are only one element, whereas the renegotiator is primarily 
concerned with profits, the reasonableness of which is determined in part by the 
prices which the contractor has charged the Government. Renegotiation as now 
administered is capable of making a number of contributions to the procurement 
program which are unique because of the point of view from which renegotiation 
is conducted. Among these contributions are the following: 


An Overall Look at Contracts and Operations—The individual procurement 
officer can ordinarily influence at one time only a few prime contracts which may 
represent only a small proportion of the contractor’s total business. Under renego- 
tiation it is possible to consider all of the company’s business and thus get a better 
perspective of the true meaning to the contractor of any one contract or group of 
contracts. Coordination and perspective, therefore, gained in the course of rene- 
gotiation can sometimes be a contribution to the work of the procurement officer 
which cannot easily be had from any other source unless he greatly enlarges his 
own activities. ‘This is illustrated in those cases where prices for some items are 
high because of a price maintenance policy and other prices are too low except 
for corrective purposes. Here the price adjustment section can take an overall 
look and analyze the effective as well as the formal prices and make the results 
of its analysis available to the procurement officers. 


A Coordination of Examinations of Operating and Financial Factors—Procure- 
ment officers focusing on individual contracts have relatively little experience in 
and not too much opportunity for examination of operating and cost statements. 
Fiscal personnel can examine financial statements but have relatively little experi- 
ence in or opportunity for studying operations. Production personnel examine 
operating factors in production but usually do not coordinate their points of view 
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with pertinent financial factors. Price Adjustment Sections, on the other hand, 
have both the experience and opportunity to look at all of these factors in their 
relationship to each other. Thus, unlike procurement and production personnel, 
Price Adjustment Sections can consider the causes of contingencies and the possi- 
bilities of rearranging them by considering the factors of risk as elements in price 
analysis. Charges for amortization, probable future claims because of perform- 
ance guarantees, become more than a set of figures. 

Comparative Analyses of Companies Within Industries or According to Prod- 
ucts Manufactured—Under the procedure of assigning a contractor to a single 
Price Adjustment Section, all prime and sub-contracts can be considered at one 
time—a procedure that the individual procurement officer cannot easily follow. 
Because of the complementary nature of the two activities, the procurement officer 
can secure a considerable amount of significant information from the reports de- 
veloped under renegotiation or from the Price Adjustment Section. It is the only 
consistent source of material for use by price analysts in a comparison of com- 
ponents of price and costs coupled with additional knowledge of operations to 
permit an interpretation of their meaning. Often the most important objective 
is to discover why these elements differ. Conversely, this assignment system enables 
a company to discuss war production problems and corporate policy in one place. 
Because of the existence of the renegotiation procedure, many managements have 
seen the need for reducing prices and profits in a way which is not likely when 
individual transactions occupy their entire attention. 

Obtaining and Using Other Existing Material—Large duplications in work are 
avoided by Price Adjustment Sections acting as funnels through which pertinent 
information existing in the Bureau of Internal Revenue, O.P.A., S.E.C., W.P.B., 
and other agencies, is coordinated and made available to contracting officers. Secur- 
ing this type of existing information is difficult and time-consuming if done by 
contracting officers directly, but it can be furnished through the Price Adjustment 
Sections as part of their regular procedure. 

Opportunities for Improvement and Unification of Procurement Policies—The 
renegotiation mechanism with its opportunities for coordinating material and points 
of view, with the necessity of drawing important conclusions, can affect procure- 
ment over so wide an area that it provides a practical administrative opportunity 
for improving procurement policies and procedures. The individual procurement 
officer, no matter how well he accomplishes his work, cannot look for such broad 
results. Large scale administration with reasonable uniformity in a somewhat 
technical field filled with variables is one of our major problems. Opportunity for 
thinking out questions together and planning their application is scarce. 

Summary Approach to the Cost Elements of Price Analysis—The functions of 
the cost analyst in assisting price adjustment boards or sections and of the price 
analyst in his relationship to procurement should be complementary, as their ap- 
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proach to costs is from different angles. Experience has shown that some of the 
help that can be given to the procurement officer, which leads quickly to a revision 
or confirmation of the price in a new bid proposal, is so simple that its effectiveness 
would not be believed if it were not for this experience. In renegotiation the cost 
analyst looks at the cost of sales of a contractor for the most recent closed account- 
ing period for its entire business. These will be actual costs since the breakdown 
will be for a closed period. Merely placing the estimated costs presented in sup- 
port of a new bid beside these experienced costs provides the procurement officer 
with pertinent and revealing questions. Variations may well be satisfactorily ex- 
plained, but their discovery provides a speedy identification of both the reasons 
for and the amounts of apparent overpricing. Thus overall actual cost figures may 
be used as a starting point for testing the accuracy of the cost estimates in a bid 
proposal and may he the most practical method of identifying excessive estimates 
for material, labor or burden items and for discovering both the location and 
amounts of items included for contingencies. In addition, the renegotiation reports 
may provide procurement officers and price analysts with much other information 
such as administrative and general expenses, advertising costs, etc., and the con- 
tractor’s performance record. 

The discovery and measurement of manufacturing efficiency is one of the most 
dificult and yet important tasks with which renegotiation and procurement offi- 
cials are charged. Success in this vital task is dependent upon good teamwork 
among those approaching the problem from different points of view—notably from 
the points of view of costs, engineering, and operations. Failure in any one weakens 
the others. A knowledge of efficiency is scarcely possible without a knowledge of 
how controllable items of expense have been controlled. This knowledge is linked 
inseparably with production accomplishment. A skillful classification and use of a 
breakdown of manufacturing costs therefore assume an importance in both renego- 
tiation and procurement which should not be overlooked. 

Any adequate consideration of how effective statutory renegotiation has been 
in the procurement pricing program would require a detailed study of: (1) the 
use which procurement officers have made of the information and experience gained 
in and the results of renegotiaton; (2) the influence which the existence of the 
renegotiation law and administrative policies have had upon both procurement 
officers and contractors, and (3) general and specific forward pricing covenants 
included in renegotiation agreements. Space will permit only a brief and general 
treatment of these subjects. 

Use of Renegotiation Information and Experience-——Notwithstanding the fact 
that statutory renegotiation deals principally with overall data, the necessity for 
segregating business between that subject to renegotiation and that not so subject 
introduces the question of how costs were allocated. To answer this question 
satisfactorily for some companies requires much the same data sought by the pro- 
curement officer in dealing with cost estimates for individual contracts. 
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Price Adjustment Sections, in dealing with overall cost data, must inspect cer- 
tain expense items and judge to what extent they can be considered as costs of war 
business. Decisions of this character must also be made by procurement officers, 
Profit margins must be related to performance, to competitive price levels, and to 
contribution to the war effort—considerations also to be weighed when judging 
prices on specific contracts. 

Each topic discussed in renegotiation reports, in varying degrees when applied 
to individual cases, has a bearing upon the judgment of both renegotiators and 
procurement officers. The substance of these reports, therefore, is often a common 
meeting ground of the two functions and has been found useful by interested 
procurement officers. 

The manner in which certain topics are discussed may be illustrated by the 
following paragraphs taken. from renegotiation reports prepared by Price Adjust- 
ment Sections. 

Segregation of Sales and Profits 
“Material and direct labor costs are divided on the basis of actual costs for the various 
products. All burden items are distributed through a standard cost system in operation 
for a number of years. Factory burden is distributed by an application of operating 


departmental burden rates to direct labor hours. Administrative and selling expenses 
are divided on the basis of net sales.” 


The foregoing information is important to the Price Adjustment Sections for 
an understanding of the methods used in segregating sales and profits between 
renegotiable and non-renegotiable business. With this knowledge, the price analyst 
assisting the contracting officer is able to understand something of the costing 
method used by the contractor, and with this help he can do a better job testing 
cost estimates. 

Extraordinary Reserves 
“The company has provided from 1942 earnings special reserves totaling $540,000, for 


future inventory losses. No part of these reserves has been allowed in respect to renego- 
tiable business.” 


The fact that the company has charged reserves of this type to its operations 
during 1942 is a warning to the procurement officer that the specific contract 
under review may be charged with a similar reserve either directly or through 
overhead. 

Selling and Advertising Expenses 


“A number of factors have required the company to maintain selling expenditures at a 
substantial level. (1) There is no shortage of production facilities of the type owned by 
the company, and it is faced with intense competition in the securing of Government 
contracts and subcontracts for products suitable for its equipment. Where the com- 
pany formerly secured 30% to 40% of orders sought, it is now successful in only 10% 
of its bids; (2) the company has maintained its volume only by securing a large number 
of contracts and subcontracts from procurement agencies and prime contractors through- 
out the country; (3) the securing of these orders requires a great amount of preliminary 
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designing and engineering expenses which are carried out by the company’s selling 
organization.” 


The foregoing discussion can assist the price analyst in understanding the nature 
of selling and advertising expenses allocated by the contractor to a specific contract. 
With this type of assistance care is more effectively taken to see that allocations 
of this character are made on a basis fair and reasonable to both the Government 
and the contractor. 

Financial Data—In the course of review of a contractor assigned for renegotia- 
tion, Price Adjustment Sections obtain from the contractor certain financial data 
which often can prove useful to procurement officers. These data may consist 
of trends in sales volume; something of the influence of changing volume upon 
factory overhead; the practices of the contractor in making charges for depreciation, 
rents and royalties, selling expenses and the like. A knowledge of these estab- 
lished practices enables a procurement officer more readily to understand and 
appraise cost breakdowns submitted in support of new bids. 

Influence of Existence of the Renegotiation Law and Policies—The influence 
of the existence of the renegotiation law and of the policies adopted for its admin- 
istration is not simple to appraise. The difficulty of gathering evidence on a point 
of this kind is great in view of the many involved and interrelated factors in 
the picture. On the one hand, it has been argued that the renegotiation law as 
administered has encouraged high costs and high prices because in the last analysis 
the contractor came out better financially on that basis. On the other hand, it 
has been argued that the administration of the renegotiation law has made con- 
tractors more willing to reduce prices, since they realized they could not keep ex- 
cessive profits anyway, and that this trend toward lower prices in turn has had an 
influence on efficiency and economy. The proponents of each point of view cite 
many examples to prove their case. Without attempting to review or weigh the 
evidence which exists on each side, it can be stated that the evidence indicating an 
influence for lower prices is substantial. 

One of the announced policies in the administration of renegotiation is that 
contractors who maintain high prices and high profits will be considered as oper- 
ating with less risk and will therefore be allowed smaller profits on renegotiation. 
Some procurement officers have noticed a marked difference in the whole tone of 
negotiations for new contracts by the contractors with whom they were dealing, 
almost immediately after this policy was announced. It is only reasonable to sup- 
pose that the influence of such policy upon contractors is substantial. This is a 
strategic point at which any influence is of extreme importance, because in the 
long run the full success of the procurement program will depend upon corporate 
policies which contractors adopt for themselves and in turn upon improved rela- 
tionship between the contracting parties. 

Forward Pricing Covenants in Renegotiation Agreements—To the extent that 
renegotiation is retroactive pricing, it may apply to contracts fully or only partially 
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performed. To the extent that repricing of undelivered items is effected as a part 
of renegotiation, the repricing can apply only to the backlog of contracts yet to be 
performed at the time the renegotiation agreement is actually signed. The result 
is that there has not been and probably cannot be any very systematic pattern of 

- forward pricing of deliveries to be made under existing contracts beginning with 
the close of the year to which renegotiation applies. For example, if a renegotia- 
tion agreement covering the calendar year 1942 containing a forward pricing clause, 
is actually signed November 1, 1943, the forward pricing clause cannot apply to 
deliveries made during the first ten months of the latter year. In some cases, 
however, the renegotiated company has agreed under such circumstances to make 
all future deliveries at a reduced price, and in addition has agreed to make a vol- 
untary refund to the Government of an amount equal to the difference between 
the original and revised prices on deliveries made during the first ten months of 
the year. Due to this lag it is possible that the influence of statutory renegotiation 
upon deliveries made in 1944 will be greater than it has been on deliveries made 
in 1943. 

The types of forward pricing clauses included in renegotiation agreements vary 

considerably depending partly on circumstances, but for the most part the follow- 
ing general type has been used: 
“The contractor agrees to re-estimate its costs from time to time during its current fiscal 
year, giving consideration to its cost experience for the latest fiscal year covered by this 
agreement, and from time to time during the current fiscal year to adjust its prices 
under contracts and subcontracts subject to renegotiation under the provisions of the Act, 
to eliminate the accumulation during such current fiscal year of profits thereunder re- 
garded by the contractor as excessive. The provisions of this paragraph, however, shall 
be without prejudice to subsequent renegotiation pursuant to the Act, relating to any 
fiscal year subsequent to the fiscal year covered by this agreement.” 


From this general type clauses vary and range to those in a few cases which are 
very specific, setting forth a completely revised schedule of prices for all of a con- 
tractor’s war products. In some instances the clause has called for an overall per- 
centage reduction in the contractor’s prices, and in others the contractor has been 
left with the choice of products on which he will reduce prices. 

The problem of administering these various clauses has been a difficult one. 
While the recapture of excessive profits lends itself to the overall approach, the 
adjustment in prices must ultimately occur on individual contracts. In some in- 
stances the contractor has prime contracts with several Government agencies and 
in addition has numerous sub-contracts. The more scattered the business of a 
given contractor, the harder the administrative problem becomes. No one admin- 
istrative approach has been found wholly adequate. In some cases the Price Ad- 
justment Board which conducted the renegotiation will follow up to ascertain at 
the right time what the contractor has done by way of complying with his covenants. 
In others the forward pricing clauses have been referred to the appropriate contract- 
ing officers for administration. The most difficult case arises in connection with 
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a sub-contractor, since such a contractor has no direct connection with any branch 
of the Government except the Price Adjustment Board to which it was assigned 
for renegotiation. In some such instances renegotiation agreements provide that 
the sub-contractor shall give the following kind of notice to the prime contractor 
in connection with price reductions: 

“This reduction is the result of renegotiation pursuant to Section 403 of the Sixth Supple- 
mental National Defense Appropriation Act, 1942, as amended by Section 801 of the 
Revenue Act of 1942 and therefore, in respect of your prime contracts with the Govern- 
ment or subcontracts to which Section (c) of said Section 403 is applicable, under which 
costs will be affected by this reduction, [that] the full benefit thereof shall be passed on 
to the Government through equivalent aggregate price reductions or refunds under these 
prime contracts and subcontracts. Contracting officers of the War Department, the 
Navy Department and the Treasury Department and the Maritime Commission are being 
advised accordingly.” 


In some cases renegotiation has been conducted on an industry basis, enabling com- 
parison of prices and costs not only on an overall company basis, but also on a 
product basis. The forward pricing clauses in these cases have probably been more 
successfully administered than in any others. 


ConcLusIoN 

From time to time different panaceas are offered for all the difficulties beset- 
ting war procurement. They vary widely, often emphasizing some one approach 
which is predominantly of an accounting, statistical, legal, or economic nature. 
But such panaceas with all their formulae offer little help. The hope for a pro- 
curement program which will be a credit to the democratic and private enterprise 
manner of doing things rests upon a simple business use of all these approaches. 
They are tools to be used in a manner which will bring and keep war producers 
and contracting officers into contact with the facts they must deal with. It should 
be recognized that arbitrary authority often rests upon error and that full disclosure 
and good faith in negotiations are the surest guard against error. 

Any system limited to a profit analysis falls short of the goal. The central 
objective of maximum output requires a contractor to justify his costs by produc- 
tion performance. Progress is lost unless both buyer and producer of war mate- 
rials strongly realize that costs and possible unit output are dynamic and never static. 

There are many indications that the use of the methods discussed in this article 
is effecting closer pricing, increased production, and improved utilization of man- 
power. As time goes on and both procurement officers and contractors become 
more proficient in the employment of these methods, it is believed that more co- 
operative action and generally improved contractual relationships can be expected. 
This in turn will result in prices which are fair and reasonable within practical 
limits and in more efficient and increased production. The extent to which these 
goals are approached or achieved will be the measure of the success of the policy. 
Final judgment on the overall effectiveness of the program will, however, have to 
await the termination of hostilities. 








COVERAGE AND EXEMPTIONS’ 


W. Joun Kenney* 


Section 403 of the Sixth Supplemental National Defense Appropiration Act, 
1942, as amended,” contains several different methods for defining what Govern- 
ment contracts and subcontracts thereunder are subject to the statute. The de- 
lineation of the coverage of the statute is expressed in four ways: (1) definition 
(subcontract); (2) exclusion by definite tests (final payment prior to April 28, 
1942, sales volume); (3) exemptions, both mandatory and discretionary; and (4) 
statutes of limitation 


Subcontracts 


Section 403, as originally enacted, made subject to renegotiation contracts with 
the War Department, Navy Department and Maritime Commission* or “any sub- 
contract thereunder.” No further explanation or definition of the word subcontract 
was contained in the Act. 

Webster’s New International Dictionary (1940) contains the following def- 
nitions: : 

subcontract, n. “A contract under, or subordinate to, a previous contract.” 

subcontract, v. “To contract under, or for the performance of part or all of, another 


contract.” 
subcontractor, n. “One who contracts with a contractor to perform part or all of 


the latter’s contract.” 


Bouvier defines “subcontract” as follows: “A contract by one who has con- 
tracted for the performance of labor or services with a third party for the whole 


*A.B., 1926, Stanford University; LL.B., 1929, Harvard University; Member of the California Bar; 
Assistant Chief, Procurement Legal Division, Office of the Under Secretary of the Navy, Navy Department. 

* The opinions expressed herein are those of the writer and are in no way to be construed as an 
official pronouncement of the Navy Department. 

*56 Star. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942). Pub. L. No. 528, 77th Cong., 2d Sess. 
(April 28, 1942), was the original Act. It has been amended by: Pub. L. No. 753, 77th Cong., 2d Sess. 
(October 21, 1942); Pub. L. No. 108, 78th Cong., 1st Sess. (July 1, 1943); Pub. L. No. 149, 78th 
Cong., 1st Sess. (July 14, 1943). ‘The Revenue Bill of 1943, which has passed the House of Represent- 
atives, proposes certain changes in renegotiation law. The changes proposed in the area of exemptions 
are particularly significant. Since it is not known what will be the eventual disposition of the Bill and 
its proposals, this article does not discuss them. For a full discussion of the significance of the pending 
proposals, the reader is referred to the concluding article in this symposium by Jules Abels, infra. 

*The Act was extended to the Treasury Department by Pub. L. No. 753, supra note 1, to Defense 
Plant Corporation, Metals Reserve Company, Defense Supplies Corporation and Rubber Reserve Com- 
pany by Pub. L. No. 108, supra note 1 and to War Shipping Administration by Executive Order No. 
9244, September 16, 1942. 
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or part performance of that labor or service.”* Subcontractor is defined as “One 
who has entered into a contract, express or implied, for the performance of an 
act with the person who has already contracted for its performance.” 

The most closely analogous statutory provision is to be found in the Vinson-. 
Trammel Act,° also designed to effectuate some control over profits, which pro- 
vides that a Navy contractor under a contract for the construction of naval vessels 
or aircraft must agree to pay to the Treasury all profits as determined by the 
Treasury Department in excess of 10 per cent of the contract price of the vessels 
and in excess of 12 per cent of the contract price of aircraft, and “(e) to make no 
subcontract unless the subcontractor agrees to the foregoing conditions.” 

The Treasury Department has issued three sets of regulations under this statute 
and in Treasury Decision 4906, dated June 16, 1939,° defines subcontract and sub- 
contractor as used in the regulations as follows: 

“(e) ‘Subcontract’ means an agreement entered into by one person with another 
person for the construction or manufacture of a complete naval vessel or aircraft or any 
portion thereof, the prime contract for such vessel or aircraft or portion thereof having 
been entered into between a contractor and the Secretary of the Navy or his duly author- 


ized representative. 
(£) ‘Subcontractor’ means any person other than a contractor entering into a contract.” 


Up to the time of the decision of the Board of Tax Appeals in the Aluminum 
Company case,’ there had been no decisions under the Vinson-Trammel Act as to 
the construction of the words “subcontract” and “subcontractor.” 

However, the Judge Advocate General of the Navy has written several opinions 
as to the application of the Vinson-Trammel Act and these opinions are helpful in 
determining what was the previously accepted meaning of the word “subcontract.” 
In a letter dated September 24, 1936, to the Paraffine Companies, Inc., the Judge 
Advocate General said: 


“Referring to your letter of August 29, 1936, stating that at times you furnish, as 
subcontractors, linoleums, paint and asphalt composition roofing for use in the con- 
struction of naval vessels, which material you consider as not coming within the pur- 
view of the Vinson-Trammel Act of March 27, 1934 (34 U. S. C. 496), this office is of 
the opinion that the above mentioned Act is applicable to all contracts and subcontracts 
for materials for complete naval vessels, aircraft or any portion thereof, provided the 
total contract or subcontract prices are in excess of $10,000.00 and that such materials 
have not been specifically designated by the Secretary of the Navy as being exempt as 
scientific equipment under the authority contained in the amendatory Act of June 25, 
1936 (Public No. 804).” 


In a letter to the Secretary of the Navy dated May 18, 1938, the Judge Advocate 
General replied to a request as to whether contracts or subcontracts for material 
not forming a structural portion of the complete vessel fell within the classification 

* Bouvier, Law Dictionary, 8th ed. (1914). 

248 Stat. 505 (March 27, 1934), 34 U. S. C. 1940 ed. §§496, 497. 


® PRENTICE-HALL, GovERNMENT ConTRACTS (1942) 922, 941. 
* Aluminum Co. of America v. Commissioner Int. Rev., 47 B. T. A. 543 (1942). 
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of contracts or subcontracts for a “complete Naval vessel or aircraft” or any portion 
thereof, as provided in the Act. The Judge Advocate General cited the 1936 
amendment® to the Act which exempted therefrom certain scientific equipment, 
and then went on to say: 

“In view of the foregoing, the Judge Advocate General is of the opinion that mate- 
rials not forming a structural portion of the complete vessel are in general subject to the 
above mentioned acts, and that the administrative decision as to the exceptions to such 
rule must be made on the basis of a submission of the conditions affecting the procufé- 
ment and use of specific items.” 


By an opinion dated December 16, 1938, to the Secretary of the Navy, the 
Judge Advocate General replied to a request “as to the application of the Vinson- 
Trammel Act to a contract for services only for the machining of Government 
owned castings and as to the distinction, if any, between a contract for services for 
the machining of castings, including the furnishing of jigs, dies and other mate- 
rials used in the machining of the castings (a contract for services and materials), 
and a contract for the machining of the castings alone where no materials owned 
or produced by the machining contractor are delivered to the Government as a 
part of the service contract.” In this opinion he stated: 


“3. In the construction of the complete ship or of any portion thereof both labor 
and material are used; whether the labor and material are furnished by a single con- 
tractor or by several contractors, or whether one furnishes labor or services only and 
another the material, does not change the obligation of a contractor or subcontractor to 
pay into the Treasury excess profit where the contract or subcontract involves an amount 
in excess of $10,000. 

“4.In view of the foregoing, the Judge Advocate General is of the opinion that a 
contract or subcontract in excess of $10,000 for furnishing labor and material, or labor or 
material only, if necessary, at any stage, to produce material or equipment ultimately 
forming a portion of the complete Naval vessel or aircraft, is to be generally considered 
as coming within the scope of the above mentioned Act.” 


In January, 1939, the Secretary of the Navy requested the views of the Treasury 
Department as to the application of the Vinson-Trammel Act to a subcontract for 
ingots of copper and zinc to be used in the manufacture of cartridge cases. Mr. 
Hanes, the Acting Secretary of the Treasury, replied in part as follows: 


“In the specific instance stated, it is understood that the manufacturer (the pro- 
spective bidder in this case) is regularly engaged in using ingots of zinc and copper in 
the manufacture of articles not made under contracts coming within the Vinson-Trammel 
Act. It is not clear to this Department what the terms and conditions of the commit- 
ments referred to will be. It is assumed for purposes of this consideration that the 
ingot zinc and copper is ordinary commercial raw zinc and copper which is in fact pur- 
chased for general use in the operations of the manufacturer and not for use exclusively 
in the construction and/or manufacture of articles covered by its contract under the 
Vinson-Trammel Act; and that the seller of the zinc and copper is not by agreement 
made subject to any term of condition imposed upon the manufacturer under its con- 


® 49 Star. 1926 (June 25, 1936). 
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tract with the Navy Department. The Treasury Department is of the opinion that 
under these circumstances such ingots of zinc and copper would not constitute portions 
of a complete naval vessel or aircraft within the scope of the Vinson-Trammel Act, as 
amended.” 


It is thus apparent that the term “subcontractor” in the Vinson-Trammel Act 
was held to include a person who furnished materials and supplies under agree- 
ment with the contractor, or a person who furnished equipment, tools or machinery 
(jigs, and similar equipment) which were specifically furnished for the purposes 
of the contract alone (é.¢., not for use in the general operation of the contractor’s 
business).° It would not appear that in the application of the Vinson-Trammel 
Act any attempt was made to go beyond the first tier of subcontractors; that is, 
there is nothing to indicate that it was applied to sub-subcontractors. 

With these opinions as a precedent, the Price Adjustment Board of the Navy 
Department defined subcontracts as used in Section 403 of the Renegotiation Act, 
as originally enacted, to include the following agreements: 


(a) Any purchase order from, or any agreement with, the contractor (i) to per- 
form all or any part of the work to be done or to supply all or any part of the aticles 
to be furnished, under his contract with the Government, (ii) to supply any services 
required directly for the production of any article or equipment covered by such contract 
or any portion thereof, (iii) to make or furnish any supplies, materials, articles or 
equipment destined to become a component part of any article or equipment covered by 
such contract, or (iv) to make or furnish any machinery, equipment, tools or supplies 
acquired by the contractor exclusively for the performance of such contract, but shall 
not include any agreement to supply machinery, equipment, tools or supplies or other 
materials or services for the general operation of the contractor’s plant or business; 

(b) Any purchase orders from, or any agreement with, a subcontractor who is oblig- 
gated to funish a portion of the completed articles called for under the agreement of 
the contractor with the Government, if such purchase order or agreement would be 
construed uider paragraph (a) above as a subcontract if entered into with the con- 
tractor; and 

(c) Any agreement of a subcontractor providing for the delivery to such subcontractor 
of a portion of the completed articles called for under his subcontract. 


Meanwhile, the Board of Tax Appeals decided the Aluminum Company case,'° 
and held that the term “subcontract” as used in the Vinson-Trammel Act did not 
include suppliers of raw materials or standard commercial articles even if incor- 
porated in the completed article furnished under the prime contract with the 
Government. This decision caused a certain amount of confusion as it was con- 
trary to the administrative interpretations already made under the Vinson-Trammel 
Act and to the interpretations given by both the War and Navy Departments to 

®The Maritime Commission in issuing its regulations under the Merchant Marine Act, 1936, June 
29, 1936, as amended, 52 Stat. 958, 46 U. S. C. 1940 ed. §1155(b), likewise included within the 
definition of subcontract any agreement with a contractor “for the manufacture or furnishing of any 
materials or goods * * *” and did not distinguish materialmen from other types of subcontractors. See 
PRENTICE-HALL, GovERNMENT Contracts (1942) 422, 990. 


° Supra note 7. The decision of the Board of Tax Appeals has _ appealed by the Commissioner 
to the Circuit Court of Appeals for the District of Columbia. 
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the term “subcontract” under the Act. As a result of this decision, contractors 
objected that the definition then used by both the War and Navy Departments 
extended the Act beyond its intended scope. It was agreed that Congress should 
be requested to define the term in order to eliminate any uncertainties.’ At the 
hearings before the Subcommittee of the Committee on Finance, United States 
Senate, the War Department was initially of the opinion that in accordance with 
the decision in the Aluminum Company case, the definition of “subcontract” might 
properly exclude agreements for raw materials or standard commercial fabricated 
or semifabricated articles, and presented to the Subcommittee for consideration 
this definition: 


“The term ‘subcontract’ means any purchase order or agreement to perform all or 
any part of the work or to make or furnish any article, required for the performance of 
another contract, except orders or agreements to furnish (i) raw materials, (ii) standard 
commercial fabricated or semifabricated articles ordinarily sold for civilian use, or 
(iii) articles for the general operation or maintenance of the contractor’s plant. The 
term ‘article’ includes any material, part, assembly, machinery, equipment, or other 


personal property.”!? 

Both the Maritime Commission and the Navy Department objected to this 
definition as being too restrictive, and the Navy Department submitted to the 
Subcommittee for consideration the following definition which was substantially 
similar to the definition it had adopted administratively: 


“(5) The term ‘subcontract’ means (a) any purchase order or agreement (i) to per- 
form all or any part of the work to be done or to supply all or any part of the articles 
to be furnished, under a contract with the Government, (ii) to supply any services re- 
quired directly for the production of any article or equipment covered by such contract 
or any portion thereof, (iii) to make or furnish any supplies, materials, articles, or equip- 
ment specifically destined to become a component part of any article or equipment 
covered by such contract, or (iv) to make or furnish any material, part, assembly, 
machinery, equipment, or other personal property acquired by the contractor exclusively 
for the performance of such contract, but shall not include any agreement to supply 
services or any such articles for the general operation or maintenance of the contractor's 
plant or business in those cases where the Government is not obligated to reimburse the 
contractor for the cost of such articles; (b) any purchase order from, or any agreement 
with, a subcontractor who is obligated to furnish completed articles called for under 
the contract of the contractor with the Government if such purchase order or agreement 
would be construed under paragraph (a) above as a subcontract if entered into with 
the contractor; and (c) any agreement of a subcontractor providing for the delivery to 
such subcontractor of completed articles called for under his subcontract. 

“For the purpose of subsections (d) and (e) of this section, the term ‘contract’ in- 
cludes a subcontract and the term ‘contractor’ includes a subcontractor.” 


The distinction between the two definitions is to a certain extent explained in 
the letter from the Acting Secretary of the Navy to the Chairman of the Subcom- 
mittee as follows:19 


1 Hearings before a Subcommittee of the Committee of Finance, Senate, on §403 of Pub. L. No. 
528, 77th Cong., 2d Sess. (Sept. 29, 30, 1942) 22. 7 Supra note 11, at 51. 2° Supra note 11, at 58. 
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“(a)(5) This is a new paragraph defining the term ‘subcontract’ and differs from 
the definition submitted by the War Department. The definition of the War Depart- 
ment excluded orders or agreements to furnish (1) raw materials, (2) standard com- 
mercial fabricated or semifabricated articles ordinarily sold for civilian use, and (3) 
articles for the general operation or maintenance of the contractor's plant. It is the 
opinion of the Navy Department that it was the intention of Congress that excessive 
profits should be removed from all war contracts, irrespective of whether such contracts 
were of the character referred to in (1) and (2) above. For this reason, the Navy 
Department has proposed a definition of subcontract which includes virtually all con- 
tracts made with prime contractors of the Government. It is our opinion that this 
definition is in accord with the suggestion of the Chairman of the Maritime Commis- 
sion as contained in his letter of September 22, 1942, to Senator George.”!* 


Apart from the distinction referred to in the letter from the Acting Secretary of 
the Navy, a further distinction in the scope of the coverage should be noted. With 
the exception of contracts covered by clauses (b) and (c) of the Navy Department 
definition and contracts “to make or furnish any supplies, materials, articles or 
equipment specifically destined to become a component part of any article or 
equipment” covered by a prime contract, the Navy Department definition is 
applicable only to subcontracts in the first tier, 7.e., subcontracts entered into directly 
by the prime contractor with the Government. The War Department definition, 
while more restricted with respect to subcontracts entered into directly with the 
prime contractor, in that even in the first tier it excluded “orders or agreements 
to furnish (i) raw materials and (ii) standard commercial fabricated or semi- 
fabricated articles ordinarily sold for civilian use,” extended beyond the first tier 
to sub-subcontractors other than in the excepted area. 

At this point, the Subcommittee requested the representatives of the various 
Departments to endeavor to agree upon a definition of the term “subcontract” that 
could be submitted for consideration. The Departments drafted and submitted the 
following definition which, without change, was enacted into the statute: 

“(5) The term ‘subcontract’ means any purchase order or agreement to perform all 
or any part of the work, or to make or furnish any article, required for the performance 
of another contract or subcontract. The term ‘article’ includes any material, part, assem- 
bly, machinery, equipment, or other personal property. 

“For the purposes of subsections (d) and (e) of this section, the term ‘contract’ 
includes a subcontract and the term ‘Contractor’ includes a subcontractor.”1® 


Examination of this definition makes it obvious that both the War and the Navy 
Departments had receded somewhat from their positions; the definition is of 
sufficient scope to include raw materials or any other type of materials and to go 
beyond the first tier of subcontractors. This is supported by the fact that in order 
to exempt raw materials, it was found necessary to incorporate Subsection (i) (1) (ii) 
in the Act.?¢ 


14 Ibid. 
18 Section 801, Pub. L. No. 753, 77th Cong., 2d Sess., approved Oct. 21, 1942. 
16 Supra note 11, at 147. : 
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The legislative history thus clearly indicates the intention of Congress to give 
the term “subcontract” a broad meaning and not the restrictive one given in the 
Aluminum Company case or suggested by the War Department. There are, how- 
ever, two qualifications to the coverage of subcontracts by this amendment in that 
(1) the subcontract must be for work or an article “required for the performance 
of any other contract or subcontract” and (2) article is defined to include “any 
material, part, assembly, machinery, equipment or other personal property.” Under 
the first qualification of requirement for performance, contracts for such articles 
as fuel, light, power, and general office equipment could be included. While 
general factory supplies may be “required for the performance” in the strictest 
sense, they contribute only indirectly to the actual manufacturing process, and 
contracts therefor should not be included in the definition of subcontract. No one 
indicated to the Subcommittee any desire to include such contracts’’ and the De- 
partments have so interpreted the Act to exclude them.’® The second qualification 
excludes from the purview of the statute subcontracts for real property. The 
remoteness of a subcontract for real property from the article eventually purchased 
by the Government probably affords a sound basis for this exclusion. The test 
as to whether a subcontract involves “real property” should be whether it is for 
the purchase or sale of real property as such. The mere fact. that the subject 
matter of the contract may subsequently be affixed to real property would not 
appear to be sufficient to exempt it from the provisions of the statute. Thus, a 
contract for the sale of bricks which are to be incorporated in a furnace required 
for the performance of the contract with the Government should be subject to the 
provisions of the statute. The Departments have adopted an interpretation which 
excludes a contract with a contractor or subcontractor for the construction of an 
open hearth furnace but includes such contract for the installation of machinery 
or equipment to be used in the processing of an end product or of an article 
incorporated in an end product, even though after construction or installation both 
become real property.’® The line of demarcation is perhaps justified in view of the 
inclusion of the words “machinery” and “equipment” in the definition of the term 
“article” in the statute. 





Brokers’ and Representatives’ Fees 


The agitation against contingent fee brokers resulted in a further extension of 
the term “subcontractor” by Public Law 149, 78th: Congress approved July 14, 


11 Hearings before the Committee on Naval Affairs pursuant to H. Res. 30, 78th Cong., rst Sess. 
(1943) Vol. 2, 1282 (hearings on investigation of renegotiation of war contracts). 

8The Joint STATEMENT BY THE War, Navy aNp TrEasURY DEPARTMENTS AND THE MARITIME 
ComMISsSION OF PuRPOSES, PRINCIPLES, POLICIES AND INTERPRETATIONS (March 31, 1943) at page 10 in- 
terprets subcontract “to include contracts with contractors and subcontractors (a) for the sale or 
processing of an end product or an article incorporated therein, (b) for the sale of machinery or equip- 
ment, used in the processing of an end product, or an article incorporated in an end product, (c) for 
the sale of component parts of or subassemblies for such machinery or equipment, and (d) for the per- 
formance of personal services required for the contracts and subcontracts included in (a), (b), and (c).” 
2° Supplemental Interpretation (July 10, 1943) to the Joinr STATEMENT, supra note 18. 
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1943. The problem of unconscionable fees in the procuring of Government con- 
tracts has existed in every war in which this country has been engaged. The camp 
followers of war procurement arrive long before the commencement of hostilities. 
The policy against the payment of unconscionable fees, particularly during time of 
war, to agents specializing in the procurement of Government contracts was first 
enunciated during the Civil War by the Supreme Court of the United States.?° 
The Supreme Court has consistently held that contracts calling for payment of 
compensation to an agent for the use of improper influence upon Government 
officials to obtain Government contracts are contrary to public policy and therefore 
unenforceable.” A contract, contemplating no improper influence, to pay a com- 
mission or other fee to an ordinary salesman or agent for securing a Government 
contract was probably enforceable.?” 

By Order of June 10, 1927, the President required the insertion of the following 
warranty in all subsequent Government contracts: 


“The contractor warrants that he has not employed any persons to solicit or secure this 
contract upon any agreement for a commission, percentage, brokerage, or contingent 
fee. Breach of this warranty shall give the Government the right to annul the contract, 
or, in its discretion, to deduct from the contract price or consideration the amount of 
such commission, percentage, brokerage, or contingent fees. This warranty shall not 
apply to commissions payable by contractors upon contracts or sales secured or made 
through bona fide established commercial or selling agencies maintained by the con- 
tractor for the purpose of securing business.” 


This order has remained in effect since this date.”* It is apparent that the ex- 
ception contained in the third sentence of the warranty is extremely broad. It has 
never been construed by the courts.2* Government procurement officers have been 
reluctant to adopt a strict construction of the exceptions, because to do so would 
penalize companies employing agents who had performed useful and valuable 
services, and in any event the enforcement of the warranty would strike solely at 
the principal, rather than the agent, and would afford the principal no protection 
against court action by the agent to recover the amount of compensation agreed 
upon.?> 

The tremendous increase in Government procurement caused by the present 
war again brought this problem to public notice. During the summer of 1942, 
the House Naval Affairs Committee conducted a series of hearings to investigate 
excessive contingent fees and commissions chargeable to the cost of the war effort. 


*° Tool Company v. Norris, 69 U. S. (2 Wall.) 45 (1864). 

*? Oscanyan v. Arms Co., 103 U. S. 261 (1880); Crocker v. United States, 240 U. S. 74 (1916); 
Steele v. Drummond, 275 U. S. 203 (1927). 

*2See Oscanyan v. Arms Co., 103 U. S. 261, 275-276 (1880); Hazelton v. Sheckells, 202 U. S. 71 
(1906) semble; Valdes v. Larrinaga, 233 U. S. 705 (1914) semble; Steele v. Drummond, 275 U. S. 199 
(1927) semble. The Tool Company case, supra note 20, could probably be distinguished. 

** For a complete history of the development of the ‘warranty clause” see Hearings before the Com- 
mittee on Naval Affairs on H. Res. 30, 78th Cong., 1st Sess. (1943), Vol. I, 380-385. 

** United States v. Buckley, 49 F. Supp. 993 (Dist. Col. 1943). 

*5 Bradford v. Durkee Marine Products Corp., 40 N. Y. S. (2d) 448-(Sup. Ct. 1943). 
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These hearings disclosed that certain individuals and firms being paid on a com. 
mission basis were receiving enormous sums in connection with the procurement 
of Government contracts, in some cases from $500,000 to $1,000,000 per year. At 
the close of the hearings, the Committee reported out H. R. 7304, a bill which in 
effect made invalid and unenforceable any agreement to pay a commission or con- 
tingent fee to any third party for securing a Government contract. The bill im. 
posed criminal penalties upon both agent and principal for entering into such a con- 
tract. It was passed by the House on July 20, 1942, and sent to the Senate where it 
never was voted out of the Committee on Naval Affairs. There were several defects 
in the bill; it appeared overly stringent in that it disallowed any compensation what- 
soever to commission agents who, in many cases, performed a useful and valuable 
function in bringing together small manufacturing concerns and Government pro- 
curement needs; it did not reach excessive amounts paid to manufacturers’ repre- 
sentatives on a salary or other fixed basis; and finally, it did not reach compensation 
paid to representatives of subcontractors. 

In March and April, 1943, the House Naval Affairs Committee conducted fur- 
ther hearings in connection with the problem and at the conclusion of the hear- 
ings, the Committee reported out H. R. 1900, which passed both the House and the 
Senate unanimously and was approved by the President on July-14, 1943, as Public 
Law 149, 78th Congress. 

In general, Public Law 149 is designed to keep payments to manufacturers’ 
representatives within reasonable bounds, rather than to forbid the payment of 
compensation to any class of persons for procuring Government contracts or sub- 
contracts. It accomplishes this purpose by expanding the definition of “subcontract” 
in the act to embrace within the scope of renegotiation the contracts or arrange- 
ments between manufacturers’ representatives and their principals. The first sec- 
tion of Public Law 149 effects this expansion as follows: 


“, . . the first sentence of section 403 (a)(5) of the Sixth Supplemental National De- 
fense Appropriation Act, 1942, as amended, is amended to read as follows: “The term 
“subcontract” means (i) any purchase order or agreement to perform all or any part 
of the work, or to make or furnish any article, required for the performance of any 
other contract or subcontract or (ii) any contract or arrangement (other than a contract 
or arrangement between two contracting parties, one of which parties is found by the 
Secretary to be a bona fide executive officer, partner, or full-time employee of the other 
contracting party), (A) any amount payable under which is contingent upon the pro- 
curement of a contract contracts with a Department or of a subcontract or subcontracts 
thereunder, or determined with reference to the amount of such a contract or subcon- 
tract or such contracts or subcontracts, or (B) under which any part of the services 
performed or to be performed consists of the soliciting, attempting to procure, or pro- 
curing a contract or contracts wtih a Department or a subcontract or subcontracts there- 
under: Provided, that nothing in this sentence shall be construed (1) to affect in any 
way the validity or construction of provisions in any contract with a Department or any 
subcontracts thereunder, heretofore at any time or hereafter made, prohibiting the pay- 
ment of contingent fees or commissions; or (2) to restrict in any way the authority of 
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the Secretary to determine the nature or amount of selling expenses under subcontracts 
as defined in (ii) herein, as a proper element of the contract price or as reimbursable item 
of cost, under a contract with a Department or a subcontract thereunder.’ ” 


Subdivision (i) above is a repetition of the previously existing definition of 
“subcontract”; the remainder of Section 403(a)(5) above is new. In order to 
include within the scope of renegotiation all types of arrangements between repre- 
sentatives and principals. Subdivision (ii) has a dual approach. Subdivision (ii) (A) 
defines the representatives’ contracts embraced by this statute by describing the 
nature of the compensation to be paid thereunder. In general, it subjects to re- 
negotiation any contract calling for compensation contingent upon the procurement 
of a prime Government contract or subcontract thereunder or the amount of com- 
pensation under which is determined with reference to the amount of such prime 
contract or subcontract. This portion of the definition regards the nature of the 
services which the representative has contracted to perform for his principal. Con- 
tracts for engineering services and even legal services are therefore subject to rene- 
gotiation if the compensation called for thereunder is in any way contingent upon 
the procurement of a prime contract or subcontract. Subdivision (ii)(B), on the 
other hand, approaches the problem from the standpoint of the description of the 
services rendered without regard to the manner of compensation. Any contract 
calling for compensation in return for solicitation of a prime Government contract 
or subcontract is made subject to renegotiation. ‘Thus excessive salaries or fixed 
fees paid for soliciting prime contracts or subcontracts may be renegotiated. 

Proviso (1) in the above section is self-explanatory. Proviso (2) reserves in the 
respective Government departments their pre-existing authority and discretion to 
refuse to enter into any contract which includes excessive compensation to a sales 
representative as part of the contract price, regardless of the fact that such com- 
pensation may later be refunded to the Government in whole or in part in the 
renegotiation of the representative’s profits. 

Sections (2) and (3) of Public Law 149 amend the act so as to except from 
renegotiation those representatives whose aggregate compensation from all their 
principals does not exceed $25,000 per year, as contrasted with the $100,000 exception 
applicable to the sales of contractors and subcontractors as originally defined in the 
basic act. 

Section (5) of Public Law 149 declares the effective date of its provisions to be 
April 28, 1942 (the effective date of the basic Act). 


Exemptions 


There are various exclusions and exemptions from renegotiation provided for in 
the Act: (1) Subsection (c)(6)(i) excludes contracts and subcontracts on which 
final payment “was made prior to April 28, 1942”; (2) Subsection (c) (6) (iii) ex- 
cludes contractors and subcontractors whose sales otherwise subject to the Act for 
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the fiscal year under consideration do not exceed $100,000,* except solicitors of 
Government business defined in Subsection (a)(5)(ii), for whom the limit is 
$25,000 of sales in the fiscal year; (3) Subsection (i)(1) provides that the Act 
shall not apply to— 

“(i) any contract by a Department with any other department, bureau, agency, or 
governmental corporation of the United States or with any Territory, possession, or 
State or any agency thereof or with any foreign government or any agency thereof or 

“(ii) any contract or subcontract for the product of a mine, oil or gas well, or other 
mineral or natural deposit, or timber, which has not been processed, refined, or treated 
beyond the first form or state suitable for industrial use; and the Secretaries are author- 
ized by joint regulation, to define, interpret, and apply this exemption”; and 


(4) Subsection (1)(2) grants discretionary power in each Secretary to exempt (a) 
contracts or subcontracts which are to be performed outside the territorial limits 
of the United States or Alaska, (b) contracts or subcontracts where profits can 
initially be determined with reasonable certainty and (c) portions of contracts or 
subcontracts or performance thereof for specified periods if the provisions of the 
contract are otherwise adequate to prevent excessive profits.” 

The exclusion first above referred to raises the legal question as to whether a 
series of transactions constitute one contract or several contracts. The question is 
most frequently encountered in cases involving increases in quantities, orders under 
option agreements, work performed under repair contracts which specify in gen- 
eral the conditions for performing work under job orders, and the furnishing of 
material under requirement contracts. The test is the severability of the transactions 
not the divisibility of the contract; did the parties give a single assent to a whole 
transaction or did they assent separately to several separate transactions? The 
divisibility of performance does not of necessity connote separate contracts. In the 
strictest sense, a divisible contract is always one contract, and not several contracts.” 
Under this test, a valid contract covering work performed and material furnished 
at various times, even though the contract does not contain all of the details of 
performance, would constitute a single contract—divisible, it is true, as to per- 
formance, but not separable; and all profits under such contract would therefore 
be subject to renegotiation if final payment thereupon was made subsequent to 
April 27, 1942. The fact that one or both of the parties could under certain con- 
ditions refuse to perform or that the consideration is not definitely stated should 
not alter this rule.” 


26 Fi, R. 2324, 78th Congress, introduced by Representative Doughton on March 29, 1943, and the 
Revenue Act of 1943, which has passed the House of Representatives, propose to increase this figure 
to $500,000. 

87S. 1366, 78th Congress, introduced by Senator Hatch on September 21, 1943, if enacted, would 
provide that profits shall not be deemed excessive if they amount before the deduction of Federal income 
and excess-profits taxes to 8 per centum or less of sales prices for the fiscal year under consideration and 
sales for such period are not more than three times the average total sales during the base period from 
1936 to 1939 inclusive. 

28 3 Wixiston, Contracts (Rev. ed. 1936) §861. 

2° 3 Wituiston, Contracts (Rev. ed. 1936) §862. 
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The exemptions afforded in Subsections (c)(6)(iii) and (i)(1)(i) are self- 
explanatory. The exemption in (i)(1)(ii) is the so-called raw material exemption, 
which was added to the Act by Section 801 or the Revenue Act of 1942. The legis- 
lative record is somewhat meager as to precisely what was intended to be covered 
by the language employed. It does, however, appear that none of the Departments 
wished the power to renegotiate contracts or subcontracts for raw materials and 
that certain members of the Senate Finance Subcommittee felt that the various 
Price Adjustment Boards could not adequately consider in renegotiation the prob- 
lems involved in vanishing assets, the production of which was a drain on the 
capital account of the producer.°° The broader definition of the term “subcon- 
tractor,” recommended to the Subcommittee, made necessary a specific exemption 
to provide a cut off for subcontracts for raw materials at some point this side of the 
mines.** A reasonable conception of raw materials is that they constitute the 
product of a mine, oil or gas well or other mineral or natural deposit, which has 
been extracted from the earth and then turned over for manufacturing use. While 
depletion was a phase of the problem to be covered,®* the language employed clearly 
indicates that it was not the sole factor. In addition, there are certain “materials” 
such as copper for which incentive prices had been established to encourage their 
extraction from the earth.** To make contracts or subcontracts for such products 
subject to renegotiation would tend to nullify the incentive. To the draftsmen of 
this subsection, the language of Subsection (i)(1)(ii) met the problem in general 
although its application to specific situations may be in many instances difficult. 
The test of exemption of a raw material is the point at which the extracting in- 
dustry customarily disperses the product in subtsantial quantities in the channels 
of industry other than that of extraction. Under this test, the industry of origin 
may generally perform certain processing, refining or treatment of the product so 
that different analogous products may be exempted at different stages of the proc- 
essing, refining or treating. For example, aluminum ingots or pigs, and copper 
ingots, rather than bauxite or copper concentrates, are the customary form in which 
the trade acquires this raw material from the extracting industry, whereas crude 
oil is the form in which the oil refining industry normally acquires that raw 
material for industrial use. The language of the subsection requires that the 
product, to retain its exemption, must not have been “processed, refined, or treated 
beyond the first form or state suitable for industrial use.” No implication should 
be drawn from this language that some processing, refining, or treatment is re- 
quired in order to progress beyond the point of exemption. Clearly the oil refining 
industry is an industry, so that the utilization of crude oil by that industry is an 
industrial use of the product of an oil well, notwithstanding the fact that there has 

*° Supra note 11, at 128. *2 Supra note 11, at 147. 52 Supra note 11, at 128. 

** The writer participated in the drafting of this subsection for the consideration of the Committee, 


and in analyzing the problems for which a solution was sought, does, to a certain extent, go beyond 
the legislative record. , 
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been no refining up to that point. This is the rationale of the joint regulation 
promulgated as of February 1, 1943 by the Secretaries.** 

Subsection (i) (2)** confers discretion on the Secretary to exempt under circum- 
stances where it was felt that renegotiation would not further the general purposes 
of the Act. To require a native of Iran constructing in Iran a railroad or other 
works necessary for the prosecution of the war to renegotiate his contracts is an 
unnecessary extension of the extraterritorial powers of the United States, and to 
enforce such action might interfere with the prosecution of the war. Accordingly, 
such contracts may be exempted under Subsection (i)(2)(i). A similar situation 
might not arise in the construction of a naval base in the Caribbean, and therefore 
the power granted to the Secretary is discretionary. The class of contracts enu- 
merated in (i)(2)(ii) is not definitive or all-inclusive, but merely indicative of the 
general class or type which may be exempted.*® The sole test is whether in the 
opinion of the Secretary profits can be determined with reasonable certainty when 
the contract price is established. Acting under this subsection the Secretaries of 
War and the Navy have exempted contracts and subcontracts for the purchase or 
lease of any interest in real property, for certain food products, with public utilities 
when made at public rates or charges, fixed, approved or subject to regulation by a 
public regulatory body, and for commodities, the minimum price for the sale of 
which has been fixed by a public regulatory body.*” The last provision of Sub- 
section (i)(2)(ii) was added in order to extend the discretion of the Secretary in 
making firm prices for limited periods and to permit the exemption of so-called 
“target price” contracts.°® 

There are four provisions of the Act that provide periods of limitations for the 
commencement of renegotiation proceedings: 

84 Joint STATEMENT, supra note 18, at 12, 13. H. R. 3015, 78th Congress, has been introduced 
by Representative Price on June 21, 1943, and, if enacted into legislation would permit the Secretaries 


to exempt raw materials by joint regulation, at any stage of processing, refining or treating. 

5 Subsection (i)(2) provides: 

“(2) The Secretary of a Department is authorized, in his discretion, to exempt from some or all of 
the provisions of this section— 

(i) Any contract or subcontract to be performed outside of the territorial limits of the con- 
tinental United States or in Alaska; 

(ii) any contracts or subcontracts under which, in the opinion of the Secretary, the profits can 
be determined with reasonable certainty when the contract price is established, such as certain classes 
of agreements for personal services, for the purchase of real property, perishable goods, or com- 
modities the minimum price for the sale of which has been fixed by a public regulatory body, of 
leases and license agreements, and of agreements where the period of performance under such con- 
tract or subcontract will not be in excess of thirty days; and 

(iii) a portion of any contract or subcontract or performance thereunder during a specified 
period or periods, if in the opinion of the Secretary, the provisions of the contract are otherwise 
adequate to prevent excessive profits. 

The Secretary may so exempt contracts and subcontracts both individually and by general classes or 


*®See Springer v. Philippine Islands, 277 U. S. 189, 206 (1928) for statement of pertinent ex- 
ception to the expressio unius exclusio alterius rule. 

®7 The Bituminous Coal Act of 1937, 50 Stat. 77, 15 U. S. C. 1940 ed., §833, gives the Commis- 
sion power to prescribe minimum and maximum prices. 

88 Supra note 11, at 56, 58. 
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(1), Subsection (c)(6) specifies that no renegotiation shall be commenced more 
than one year after the close of the fiscal year of the contractor or subcontractor 
within which completion or termination of the contract or subcontract, as deter- 
mined by the Secretary, occurs. It should be noted that this provision refers to 
completion or termination of the contract rather than the time of payment pro- 
vided for in Subsection (c)(6)(i). For the purposes of this subsection the com- 
pletion of a contract occurs at the time of final delivery or acceptance under the 
contract, rather than at the time of final payment; the fact that a contractor 
may still have certain obligations under guarantees of performance or the fact that 
there may be unliquidated items outstanding does not extend the time of com- 
pletion beyond the date of final delivery or acceptance.*® The date of termination 
would be that date on which all work under the contract has been terminated. 
Renegotiation commences on the date set for the initial conference unless other- 
wise agreed. 

(2), Subsection (b) authorizes the parties to agree upon the period or periods 
when or within which renegotiations may be had. This agreement may lengthen 
or shorten the periods of limitations otherwise provided for in the Act. 

(3), Subsection (c)(5) provides that, if a contractor or subcontractor files a 
statement of costs of production for prior fiscal periods in form prescribed by the 
Secretaries, no renegotiation shall be required for the fiscal period covered by the 
statement unless the Secretary shall within one year after the date of filing give 
written notice of a time and place for an initial conference to be held within sixty 
days thereafter. 

(4), Subsection (h) provides that the Act shall remain in force during the con- 
tinuance of the present war and for three years after the termination of the war, but 
no court proceedings brought under the Act shall abate by reason of the termination 
of the Act. The termination of the war would be the date of the signing of the 
final treaty of peace and not the cessation of hostilities. If three years after that 
date renegotiations have not been completed, all further authority to proceed under 
the Act, except for court proceedings instituted would be gone. In view of the re- 
quirement in the Act for the insertion of a renegotiation clause in contracts and 
subcontracts subject to the Act, the question is raised as to the power to renegotiate 
after this date under the renegotiation clause rather than under the Act. Congress 
in requiring the inclusion of the clause clearly intended to give some potency to the 
clause apart from the Act. A fairer result might be to terminate renegotiations for 
all contracts at the same time irrespective of the inclusion of the renegotiation clause. 


®° Supra note 18, at 16. 








RENEGOTIATION STANDARDS AND PRACTICES 


Carman G. BLoucH* 


[As this article goes to press, there is pending before Congress the Revenue Bill 
of 1943 containing provisions for amending the existing Renegotiation Act. This 
Bill has passed the House of Representatives, has been amended in certain signif- 
icant aspects by the Senate Finance Committee, but has not yet been introduced on 
the Senate floor. In view of the discussion contained in the concluding article of 
this symposium and of the uncertainty of the adoption of the various items consti- 
tuting the amendment proposals, the writer has decided not to comment on any 
particular portion of the Bill as it now stands.] 


Since April, 1942, thousands of manufacturers have undergone examinations by 
and conferred with government representatives pursuant to the requirements of the 
Renegotiation Act (Sec. 403 of the Sixth Supplemental National Defense Appro- 
priation Act, 1942, approved April 28, 1942, as amended).’ This Act authorizes 
the renegotiation of contracts not exempt therefrom under its terms, to eliminate 
excessive profits from production under contracts with the War Department, the 
Navy Department, the Treasury Department, the Maritime Commission, War 
Shipping Administration, Defense Plant Corporation, Metals Reserve Company, 
Defense Supplies Corporation, and Rubber Reserve Company, respectively. Within 
those agencies Price Adjustment Boards, as well as Regional Boards or “Sections” 
in some agencies, have been set up to carry out the provisions of the Act. The 
term “Board” or “Section” when used in this article refers to one of the depart- 
mental price adjustment boards or their regional organizations, as the case may be. 


* A.B., 1917, Manchester College; M.A., 1922, Univ. of Wisconsin. Postgraduate work at Columbia, 
Chicago and Harvard. Formerly Instructor in Accounting and Corporation Finance, Univ. of Wisconsin; 
Head of Accounting Dep’t., Univ. of North Dakota; Head of Social Science Dep’t., Armour Institute of 
Technology; Chief of Public Utilities Division and Ass’t. Chief of Corporation Income Tax Division, 
Wisconsin Tax Commission; Budget Director, State of Wisconsin; first Chief Accountant, Securities and 
Exchange Commission; partner in public accounting firm of Arthur Andersen & Co. At present, Chief, 
Contract Review Branch, Procurement Policy Division, War Production Board; member, Joint Price 
Adjustment Board and WPB representative on all Departmental Price Adjustment Boards. Certified 
Public Accountant in several states and contributor to learned periodicals. 

256 Srat. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942). The original Act was contained in 
Pub. L. No. 528, 77th Cong., 2d Sess. (April 28, 1942), §403. It has been amended by: Pub. L. No. 
753, 77th Cong., 2d Sess. (Oct. 21, 1942); Pub. L. No. 108, 78th Cong., 1st Sess. (July 1, 1943); Pub. 
L. No. 149, 78th Cong., 1st Sess. (July 14, 1943). 

* For full discussion of the administrative machinery and organization for handling renegotiation in 
the various agencies, see, in this symposium, Boyd, Administrative Machinery and Procedures for Re- 
negotiation, infra p. 309. 
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In September, 1943, by joint action of the interested agencies, a “Joint Price Adjust- 
ment Board” was created to which were delegated certain over-all coordinative 
functions, including the formulation of policies, principles and interpretations bind- 
ing upon all the interested agencies. 

The Boards early adopted the principle of renegotiation upon the basis of con- 
tractor operations for a fiscal period, rather than to consider each contract spe- 
cifically, except with respect to cost-plus-fixed-fee contracts. They further agreed 
that for any fiscal year a contractor would be subject to renegotiation only once, and 
then by the Board or the Department most heavily interested in his production, 
whether from prime or subcontracts. On this basis, of the companies* subject to 
renegotiation approximately 65% are cases for the War Department Price Adjust- 
ment Board, 20% for the Navy Department Board, with the remaining 15°% dis- 
tributed among the other four boards. 


Nature oF RENEGOTIATION 


The accumulation, analysis and discussion of a contractor’s financial and oper- 
ating data are the three elements of renegotiation. To many people negotiation is 
a high sounding word for a process of trading, a “dicker,” which is expected to 
result in a compromise; the seller tries to get for the object of sale more than he 
is willing to accept, the buyer offers a price which is less than he is willing to pay; 
each moves gradually from his original position until agreement on a price agree- 
able to both, as a basis for sale, is reached. Although a negotiation may degen- 
erate into a “dicker” or “horsetrade,” fundamentally it is an orderly procedure 
which involves discussions between buyer and seller to evaluate correctly, from an 
analysis of all determinable factors, the object of sale, with a view to setting a 


®This brings up the question of affiliated companies. When two or more companies constitute an 
“affiliated group,” as defined by Section 141(d) of the Internal Revenue Code, they will ordinarily be 
renegotiated on a consolidated basis. This section reads in part as follows: 

“(d) Definition of ‘Affiliated Group.’ As used in this section, an ‘affiliated group’ means one or more 
chains of includible corporations connected through stock ownership with a common parent corporation 
which is an includible corporation if— 

“(1) Stock possessing at least 95 per centum of the voting power of all classes of stock and at least 
95 per centum of each class of the non-voting stock of each of the includible corporations (except the 
common parent corporation) is owned directly by one or more of the other includible corporations; and 
“(2) The common parent corporation owns directly stock possessing at least 95 per centum of the voting 
power of all classes of stock and at least 95 per centum of each class of the non-voting stock of at least 
one of the other includible corporations. 

“As used in this subsection, the term ‘stock’ does not include non-voting stock which is limited and 
preferred as to dividends.” 

Under such circumstances all companies in the group will usually be assigned to the same Board or 
Section for consolidated treatment. When two or more companies do not meet the terms of the above 
definitions, but are nevertheless so related, both with respect to stock ownership and management con- 
trol, that they customarily report their earnings and financial condition on a consolidated basis, they 
may be renegotiated on a consolidated basis, also. In any event, all companies that are related through 
common ownership, through a parent-subsidiary affiliation or through common management are usually 
assigned to the same group for renegotiation, in order that the factors inherent in their relationship 
may be properly evaluated. There have been a few outstanding exceptions, where the business of a 
subsidiary is so different from that of its parent that consolidation is not deemed proper, in which case 
they have been assigned to different departments. : 
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price agreeable to the buyer, that will fairly compensate the seller for his services 
in producing the item. 

The exigencies of the war necessitated the substitution of negotiation for normal 
competitive procedures in the procurement of practically everything required for 
its prosecution. The unanticipated profits from war production at prices negotiated 
in good faith but in ignorance of costs obtainable with respect to articles never 
before manufactured and from others produced in theretofore unheard-of quanti- 
ties, compelled the passage of the “Renegotiation Act,” whereby the negotiation 
could be completed through renegotiation, and as the result of a discussion of all 
the determinable factors involved therein, based on an analysis of known facts, 
accumulated through experience in war production, the war goods could be deliy- 
ered, properly priced. While the scope of renegotiation, as originally contem- 
plated, may have undergone changes in practice, nevertheless, without such a 
procedure many contractors would realize profits so excessive as to create conditions 
in our economy, the far reaching disastrous effects of which would endanger the 
very things for which this nation is fighting. 

The question is sometimes raised as to whether the work of the Price Adjust- 
ment Boards is not similar to that of commissions responsible for fixing or approv- 
ing public utility rates. To be sure, the function of each involves the pricing of 
the output to leave a fair and reasonable profit. At that point, however, the simi- 
larity ends. The determination of fair public utility rates, under prevailing legal 
theories, centers around the company’s rate base, which involves valuation of cer- 
tain assets in terms of original cost, cost of reproduction, etc. Public utility com- 
missions are expected to see that the rates they allow provide a fair return to 
investors as well as fair service charges to customers, but their concern is for a 
long range rather than a short range result. The Price Adjustment Boards, on the 
other hand, are concerned with the problems of production of a large variety of 
types of business operating under abnormal conditions. The relation of a com- 
pany’s profits to its gross assets and to its net worth are only a few of the factors 
which the Price Adjustment Boards must consider. Short term factors are more 
important in war production than long term factors. Furthermore, even if capital 
were the major factor in determining fair war profits, to secure adequate appraisals 
of contractors’ assets in order to place their respective capitals on a comparable 
basis, would be, at least under current conditions, an impossible task. The Boards 
seek to determine a fair compensation to a contractor for the war production job 
that he has done in the light of the problems with which he has been faced in its 
performance, and after an analysis of the contractors’ financial data of a type that 
is usually found to be of assistance to procurement officers in setting prices for 
future orders. Too many important war production jobs worthy of substantial 
compensation are done by companies having very little capital, to limit them to 
profits determined on a basis comparable to that followed in fixing the rates of 
utilities. The incentives to full war production call for a compensation for out- 
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standing immediate contributions and not particularly for encouragement to long 
term investment as is the case in fixing rates for utility services. 


Init1AL STEps AND Reguirep Data 


The procedure of renegotiation with respect to a specific contractor therefore 
begins with a search for facts regarding his operations, costs, financial condition, 
performance and a variety of other factors which bear on the prices of his war 
products and the profits from his war business. The responsibility for obtaining 
and analyzing the financial data lies with a cost analyst identified with the Board 
or Section to which the contractor is assigned. The cost analyst is not expected to 
audit the contractor’s accounts. He usually finds it necessary, however, to spend a 
day or two at the contractor’s plant in order to explain what data are required 
and how they shall be obtained and presented. It is helpful if he can go through 
the plant, obtain impressions of how it operates, the types of equipment used, the 
types of employees required, the nature of the products manufactured and so on. 
In this initial discussion with the contractor and in the survey of the plant, the 
negotiator or general analyst charged with the case may accompany him. 

While the forms in which they are submitted are not uniform, all the Boards 
seek substantially the same types of information and data from the contractors 
assigned to them. 

These include the results of operations for the latest closed fiscal year, separated 
as to renegotiable and non-renegotiable business as defined under the Act, and 
itemized with respect to sales, costs, expenses and profit applicable to fixed price 
business, shown in detail or supplemented by schedules of cost of sales, selling and 
advertising expenses, general and administrative expenses and other applicable in- 
come and deductions. Analysis of depreciation charges included (whether or not 
specified) in any of the above items or schedules, with respect to their normality, 
acceleration and relation to idle plant, is requested, as well as information relative 
to such miscellany as amortization of emergency facilities, executive salaries, the 
approximate cost of work subcontracted and a segregation of renegotiable sales 
between prime and sub-contracts. The net fees earned under cost-plus-fixed-fee 
contracts, applicable, respectively, to both renegotiable and non-renegotiable busi- 
Ness, are not to be confused with income from fixed price business, though in- 
cluded in a contractor’s income statement. The costs and billings applicable to 
cost-plus-a-fixed-fee contracts are wanted, but may be shown in a separate schedule. 


In addition, in anticipation of this first renegotiation, a contractor is generally 
asked to furnish his renegotiating Board with a comparative operating statement, 
in columnar arrangement, for the six years immediately preceding the year under 
review, comparable as to titles with the corresponding statement for such year. 


Statistical data related to the financial figures, an explanation of the methods 
employed to obtain the segregation of renegotiable and non-renegotiable business, 
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and comments relative to a variety of matters of significance to a Board in its 
determination of a contractor’s excessive profits, are also requested. 


EXEMPTIONS AND DETERMINATION OF RENEGOTIABLE BusINEss 


The determination of the amount of a contractor’s renegotiable business and the 
costs and expenses applicable thereto, is his most difficult task in the fact finding 
procedures of renegotiation. The difficulty is less formidable where the contractor 
has directly contracted with the Government than in those transactions with re- 
spect to which the contractor is a “sub-contractor” within the renegotiation statute, 
as that term is currently interpreted administratively. As in “prime contracts,” the 
main question in determination of renegotiable business is whether the contract, 
although with one of the governmental agencies included in the Act,* is neverthe- 
less exempt by the specific statutory exemption provisions and the administrative 
practice under the discretionary exemptions. The Act, as Mr. Kenney points out 
in his article in this symposium, contains a number of exemptions.° The follow- 
ing five types of business may be said to be exempted directly or indirectly by the 
Act: (1) all contracts which are not with one of the renegotiating departments, or 
sub-contracts thereunder; (2) contracts completed and fully paid for prior to April 
28, 1942; (3) contracts or sub-contracts for the product of a mine, oil or gas well, 
or other mineral or natural deposit, or timber, which has not been processed, re- 
fined or treated beyond the first form or state suitable for industrial use; (4) intra- 


federal Government contracts; (5) contracts of Renegotiating Departments with 


extra-federal Governments or agencies thereof. 

In addition, the Act authorizes the Secretary of a Department, in his discretion, 
to exempt certain types of contracts.® As to his prime contracts, a contractor should 
have little difficulty in determining what part of his sales during any fiscal year are 


‘Contracts with government Departments and agencies not named in the Act (except War Shipping 
Administration) and subcontracts thereunder, or transactions in products the end use of which is not 
related to a prime contract with one of such Departments, are not subject to renegotiation. Thus, con- 
tracts with the Post Office Department for mail boxes would not be subject to renegotiation, and the 
companies that furnished the steel and the locks for such boxes would be exempt from renegotiation 
with respect to such sales. Contracts with War Shipping Administration and subcontracts thereunder 
are subject to renegotiation due to the transfer of certain responsibilities to it by the President under 
the First War Powers Act, from the Maritime Commission. 

Although all contracts with the Treasury Department appear to be within the purview of the Act, 
unless of a type otherwise specifically exempt, the Treasury Department Price Adjustment Board has 
taken the position that it will renegotitate only those contracts which it considers to be strictly war 
contracts such as purchases for Lend-Lease, of strategic and critical materials, or suppliers for refugee 
relief under the Red Cross program, etc. : 

Accordingly, contracts of the Procurement Division of the Treasury Department under its General 
Schedule of Supply Contracts are not subject to renegotiation unless of such war time nature. How- 
ever, purchase orders issued by any other Department named in the Renegotiation Act, under the Gen- 
eral Schedule, are subject to renegotiation. 

5 Because a discussion of renegotiation standards and practices inevitably involves a consideration of 
the exemptions, the writer deems it advisable to comment briefly upon certain aspects of exemption at 
the risk of a slight duplication with some of the material in Kenney, Coverage and Exemptions, supra 
pp. 263 ff. This article, however, does not purport to present an over-all discussion of exemptions, and 
for a general discussion of the subject, the reader is referred to Mr. Kenney’s article. 

See, in this symposium, Kenney, Coverage and Exemptions, supra p. 263, at 272 ff. 
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under those contracts and of segregating the sales under non-renegotiable prime 
contracts from those under renegotiable prime contracts. 

With respect to sub-contracts, however, the determination of the renegotiable 
business may be far from simple. This results from the application of the statu- 
tory term “sub-contract,” as administratively interpreted, to the complexity of the 
distributive processes of industry, and the difficulty of tracing products into the 
crucial end product subject to renegotiation. A sub-contractor—a manufacturer of, 
or dealer in products sold to other manufacturers—may have to apply several tests 
to determine what proportion of his sales are war business. Under the interpreta- 
tion which the agencies have adopted, the general test for determining a renego- 
tiable “sub-contract” lies in this question: Will the price of the product sold become 
a part of the cost of something to be delivered to a department named in the Act? 
In the statute, “sub-contract” is defined to include “any purchase order or agree- 
ment to perform all or any part of the work, or to make or furnish any article 
required for the performance of any other contract or sub-contract.”” This has 
been administratively interpreted to include: the sale, furnishing or installation of 
machinery, equipment, or materials used in the processing of an end product, or 
of an article incorporated therein; the sale, furnishing or installation of machinery 
used in processing of other machinery to be used in the processing of an end 
product or of an article incorporated therein; the sale, furnishing or installation 
of component parts (including materials and ingredients) of, or sub-assemblies for, 
such machinery, equipment, and materials, and the performance of services® directly 
required for the performance of such contracts or sub-contracts. 


Under the foregoing interpretation sales of end products and of everything 
which in any way contributes directly to the actual production of an end product— 
or one of its components—purchased by a renegotiating Department, except items 
used for general plant maintenance (including safety equipment and clothing, and 
fuel and equipment to produce light, heat and power), and for general office 
maintenance (including office machinery and supplies), are renegotiable. Thus, 
sales of steel ingots, which are processed into rods, which are drawn into wire, 
from which are made screws used in the manufacture of a machine tool which is 
used in the manufacture of a part of a motor which is installed in a truck sold to 
the Army, are subject to renegotiation. Likewise the sales of each processor or 
manufacturer in the chain, insofar as they contribute to the completion of such 
truck, are subject to renegotiation. But it is not likely that all of the screws pro- 
duced from the steel ingot figured in war production. Some of them undoubtedly 
reached retail hardware stores through regular channels of distribution, and were 
sold to individual consumers who used them for innumerable purposes far removed 

"For a discussion dealing with the present administrative interpretation of “sub-contracts,” in the 
light of historical antecedents of the statutory definition, see, in this symposium, Kenney, Coverage and 
Exemptions, supra pp. 263 ff. 


*For the extension of the Renegotiation Act to contract brokers, see, in this symposium, Kenney, 
Coverage and Exemptions, supra p. 263, at 268. 
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from war production. The determination of the renegotiable business of the screw 
manufacturer and of all preceding manufacturers in the chain of screw production 
thus presents a difficult problem. 

All sales of such products as specific parts for an airplane, a tank, a jeep, a gun, 
a gun mount, or any one of hundreds of items which now have only war uses, are 
war business. Sales to customers known to be engaged solely in war production 
can quickly be identified. A scrutiny of priority ratings, CMP allotment numbers 
(which are entered on the certification on a purchase order, in accordance with 
CMP regulation No. 1. or No. 3), and other designations which some Divisions of 
the War Production Board require manufacturers to enter on their purchase orders 
for certain types of materials, will reveal something as to the probable end use of 
the articles delivered thereunder. It would be unfair to a contractor, however, for 
a negotiator or analyst to assume that because a company’s product was given a 
high priority rating or CMP allocation, its end use was necessarily such as to make 
all its business renegotiable. High ratings have been given to materials and prod- 
ucts required by hospitals and schools. Containers and materials used in their 
manufacture receive high ratings when they are to be used in connection with 
foods, but contracts for such foods purchased by the Department of Agriculture 
for Lend Lease, and hence their containers, are not subject to renegotiation. 

Producers whose sales are made exclusively through regular trade channels may 
have to resort to percentages to estimate what amount is renegotiable. Thus, if it 
is reliably determined that 75 per cent of a particular article had a war end use in 
1942, an individual producer might be permitted to allocate 75 per cent of his 1942 
sales of that article not fully paid for prior to April 28, 1942 as renegotiable, but it 
must be understood that this is not a common practice. A more nearly accurate 
estimate of renegotiable business may usually be obtained through circularizing 
representative customers as a basis for obtaining percentages of renegotiable busi- 
ness which may then be applied to all customers of the same type. Trade asso- 
ciation reports have been used to suggest the extent to which specific industries 
are engaged in war production and thereby indicate the renegotiable proportion 
of an individual manufacturer’s output which they absorb. Such reports need to be 
used with caution, however, for not only have many trade associations been some- 
what optimistic in their estimates of the extent to which their members have con- 
tributed to the war effort, but the proportion of war end business of one manv- 
facturer varies greatly from that of another. 

A careful analysis of deliveries for one or two months may provide a clue to 
the proper segregation of a company’s business into renegotiable and non-renego- 
tible components. Where the records give no clear indication of the probable end 
use of a company’s output, many analysts have found that the most reliable esti- 
mates of the volume of its renegotiable business can be secured from the sales 
department rather than from the accounting department. Many concerns now 
ask their salesmen and servicemen who are in direct touch with their customers 
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and with the industries which use their products, to report regarding the extent to 
which they go into war production. Frequently a combination of several procedures 
may be required to obtain a satisfactory segregation of a contractor’s renegotiable 
and non-renegotiable business. The Boards do not recommend procedures that in- 
volve an enormous amount of work in order to obtain a meticulously accurate 
segregation, nor do they approve of the use of pure unsupported guesswork, which 
is fully as likely to work to the disadvantage of the contractor as to that of the 
government. The application of a practicable procedure which does not involve 
an undue amount of the contractor’s time and effort is usually acceptable to the 
Boards and a contractor will make a mistake in undertaking the job before con- 
sulting with the renegotiation agency to which his case is assigned. Usually he 
will find that a practical solution that will not work any hardship on him can be 
agreed upon. Trade association reports sometimes suggest the extent to which 
industries may be engaged in war production and thereby indicate the renegotiable 
proportion of an individual manufacturer’s output which is absorbed by such in- 
dustries. A careful analysis of deliveries for one or two months may provide a 
clue to the proper segregation of a company’s business into renegotiable and non- 
renegotiable components. 

Exemption of War Business Paid for Before April 28, 1942. For some com- 
panies segregation involves the elimination of sales of products specifically exempt 
under the Act. Such exemptions include all sales under contracts, payment for 
which had been completed by April 28, 1942. Companies whose business is chiefly 
on the basis of purchase orders, rather than identified with more formal contracts, 
are likely to find that the total of their outstanding customers’ accounts at April 
28, 1942 will be subject to the same analysis for renegotiability as their subsequent 
sales. The entire volume of sales under a contract for a specified number of units, 
each of which is to be paid for upon delivery, is subsequent to renegotiation unless 
all payments finally due under the contract were paid for before April 28, 1942. 
The Boards have agreed, however, that if a contractor completely fulfilled his part 
of the contract and the balance unpaid at April 28, 1942, was relatively insignificant 
and was withheld because of disagreement as to the amount, or for some similar 
reason, they would waive the technicality of the law and look upon it as non- 
renegotiable. Such a waiver is not based upon the amount alone. All of the cir- 
cumstances surrounding the delay in payment are scrutinized by a Board to be 
sure that it can justify its treatment of the contract. 

Exemption of Sales of Products of Mines, etc. Of the mandatory statutory 
exemptions the only other one of direct interest to private contractors relates to 
contracts and subcontracts “for the product of a mine, oil or gas well, or other 
mineral or natural deposit, or timber, which has not been processed, refined or 
treated beyond the first form or state suitable for industrial use.” 

This provision of the Act was introduced for the purpose of encouraging the 
production of certain depletable materials the exhaustion of this country’s supply 
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of which was uncomfortably near, but which are the basic sources of critical and 
strategic materials. To provide this encouragement the exemption was couched 
in terms that were broad enough to include contracts for a number of the products 
of mineral and natural deposits for the production of which no such encouragement 
was necessary. 

The Price Adjustment Boards interpret this provision to include only wasting 
assets or materials normally subject to depletion. Such materials as water, sea 
water and air, and derivatives therefrom, and gums and vegetable juices derived 
from living or vegetable products are not deemed to be wasting assets, and con- 
tracts and subcontracts for such items are therefore subject to renegotiation. Thus, 
while contracts for the sale of timber are exempt, those for the sale of turpentine 
or other resins extracted from the living trees are not exempt from renegotiation, 

In determining whether a contract for a particular product, clearly related to 
the types specified by the Act as exempt, is itself exempt, the Boards apply the 
principle of the dispersal point, that is, the point at which the product is used in 
substantial quantities by the ultimate consumer, or by industries other than the 
industry of origin. The industry of origin may be merely the industry of actual 
extraction or severance, such as mining or timber falling, or it may include proc- 
essing, refining or treatment, applied to the extracted or severed product, of a 
character necessary to make it usable, either to the ultimate consumer or to indus- 
tris which use it in the manufacture of other products. Thus, coal mining com- 
panies are completely exempt from renegotiation, for though they may put the 
direct product in the mine through a series of manufacturing operations, such as 
crushing, screening, grading, washing, etc., one or more of them is necessary to 
make the coal suitable for consumer or industrial use. Aluminum production 
through the ingot stage has been exempted, although it is recognized that bauxite, 
the original mineral or natural deposit from which aluminum is ultimately pro- 
duced, is also used in the manufacture of fire bricks, artificial abrasives and mineral 
oil refining, as well as in the production of alumina, which, though principally 
used as the direct source of aluminum ingots, is also used as an abrasive, a fixing 
agent in dyeing and for other industrial purposes. Since approximately eighty-five 
per cent of the bauxite extracted in the United States is processed into aluminum 
ingots, the Boards took the position that as a practical administrative matter little 
was to be gained by fixing the dispersal point closer to the mining stage. A con- 
tract for the analytical processing of a product into one or more of the chemical 
elements or compounds present in it in the state in which they are normally found, 
is also exempt. Contracts not only for the mining, therefore, but also for the 
smelting of ore are exempt from renegotiation. 

In general, contracts for products which are the result of a combination of sub- 
stantial quantities of two or more materials are subject to renegotiation. A prob- 
lem arises where the same product is obtainable from different procedures, one of 
which would meet the test of exemption, while the other would not. Salt, for 
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example, is one of the exempt products when it is produced by the common method 
of mining or extracting it from deposits, but when it is obtained from sea water 
by the distillation process, it becomes subject to the interpretation that contracts 
for products derived from water, sea water and air are not exempt. Similarly, 
cement is exempt when it is produced from quarried rock with relatively simple 
processing to prepare it for industrial uses but when it is manufactured by com- 
bining several materials, each of which has industrial uses independent of its par- 
ticipation as a component of cement, it is not considered to be within the purview 
of the Act with respect to exemption. 

Every product, a contract for which is exempted from renegotiation under this 
paragraph of the Act is presumed to have a readily determinable market price. 
Companies so integrated that they extract the raw material, process it, and from 
the processed raw material fabricate or further process the items which they sell, 
are permitted to include, as a cost of the latter, the exempted raw materials used 
therein at such an amount as, in the opinion of the Price Adjustment Board, fairly 
represents a properly applicable allowance. In determining this amount due con- 
sideration is given to the established sale or market price where there is a repre- 
sentative market for the product in the first form or state suitable for industrial 
use, and to such other factors as may be necessary to reflect the purpose and intent 
of the exemption accorded under the Act. In general, it is the purpose and intent 
of this provision to allow to the contractor engaged in an integrated process of the 
type described, an item of cost substantially equivalent to that granted by the statute 
to others who sell an exempted product, namely what it could have realized if it 
had sold the exempt product at the intermediate stage. 

Discretionary Exemptions. With respect to some contracts of the types which 
the Secretary of a Department may, in his discretion, exempt from renegotiation, 
the Secretaries of the War Department and the Navy Department have issued 
regulations, which if not substantially duplicated by other Departments with Price 
Adjustment Boards, have been concurred in by most of them. These regulations 
exempt from renegotiation, on the ground that profits thereunder can be determined 
with reasonable certainty when the contract price is established, contracts and sub- 
contracts (1) for the purchase or lease of any interest in real property, (2) for any of 
a long list of perishable fresh or frozen uncanned foods, (3) for the furnishing of 
commodities and services by public utilities and common carriers at published rates 
fixed, approved or subject to regulation by a public regulatory body, and (4) for 
commodities, the minimum price for the sale of which has been fixed by a public 
regulatory body. 

Exemption of Contracts Affecting Real Estate. It should be observed that the 
first provision of this regulation, which deals with transactions in real property, 
exempts from renegotiation contracts and subcontracts for the purchase or lease of 
any interest in existing real property, but does not relieve from renegotiation con- 
tracts to sell, furnish or install machinery, equipment, materials or other personal 
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property which would otherwise be renegotiable, merely because such property is 
to be installed in a building or become so affixed to it as to make it thereafter a 
part of the real estate. Nor does it exempt from renegotiation contracts and sub- 
contracts thereunder for the construction of a building or other improvements to 
real property, to which the Government will take title. On the other hand, similar 
contracts for the construction and equipment of buildings to which the Government 
will not take title, even though such improvements are covered by Certificates of 
Necessity, are not subject to renegotiation. It is necessary therefore to look beyond 
the superficial character of a contractor’s operations to determine whether or not 
they should be included in his renegotiable business. ‘Thus, whether A sells a war 
plant site to the Government or to the B Company, the transaction is excluded from 
renegotiation. If A then builds thereon a building, and otherwise improves the real 
estate, equips the building with machinery and other facilities, all for the account 
of the Government which is to take title to it, he is subject to renegotiation with 
respect thereto. If he does the same thing for the B Company, which will receive 
title to the property upon its completion, neither he nor any of his subcontractors is 
subject to renegotiation with respect to that part of the contract and subcontracts 
pertinent to the construction or to the furnishing or installation of equipment which 
is not to be used in processing a renegotiable article but they will be subject to rene- 
gotiation on the furnishing and installation of machinery and equipment which is 
to be so used even though such property is to be affixed to the real estate in such a 
way as to become real estate for some other purpose. 

Exemption of Contracts for Perishable Goods. Perishable fresh or frozen un- 
canned foods have been exempted from renegotiation by the Secretaries under the 
authority granted by the Statute. Many such commodities are purchased by supply 
officers at forts, camps, ports, and bases from nearby sources of supply, and very 
often do not exceed $100,000 from any one person in a single year. To a large 
extent the actual costs to the vendor and hence the amount of his profits are diffi- 
cult to obtain. Many purchases of perishables are made on a day to day or week 
to week basis, at the best prices available and it is recognized that, in general, 
competition is likely to play a larger part in the establishment of their prices than 
is the case with other products. Undoubtedly, the administrative task involved in 
renegotiation of perishables also encouraged the Secretaries to make this exemption. 

Exemption Affecting Companies Subject to Public Regulation. The third and 
fourth classes of commodities and services, sales of which the Secretaries have used 
their discretionary power under the Act to exempt from renegotiation, are those 
provided by common carriers and public utilities. While many compnaies in these 
fields are either prime or subcontractors, yet with legal rates or minimums estab- 
lished by state and federal commissions it may be assumed that they are subject to 
adequate controls. Since the Renegotiation Act is a pricing act, any attempt on 
the part of the Price Adjustment Boards to modify prices (other than applied ceiling 
prices), fixed or approved by other government bodies, would involve considerable 
administrative difficulty as well as unnecessary duplication. 
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Sales to Post Exchanges, etc. Because sales to Army Post Exchanges and to 
Navy Service Stores have been treated by the Boards as non-renegotiable, it has 
been thought by some that they were subject to a special exemption. The real 
reason for their elimination from renegotiable business, however, is the fact that 
the purchases of these organizations are not made by the War Department nor by 
the Navy Department. Their working capital is supplied by officers of the Army 
and Navy, respectively, and the proceeds from their operation do not revert to the 
Government in any way. Sales of goods to be resold to enlisted personnel and 
their families through Army commissaries and Navy stores are subject to renego- 
tiation (except with respect to perishables specifically exempt), since such sales are 
made directly to the War and Navy Departments. 


RENEGOTIABILITY OF PATENT LICENSES 


Public Law 768, 77th Congress, approved October 31, 1942, authorizes the head 
of a government Department or agency which has ordered the manufacture of a 
product which is based on an invention, patented or unpatented, with license from 
its owner which provides for the payment of royalties believed by him to be ex- 
cessive, to “fix and specify such rates or amounts of royalties, if any, as he shall 
determine are fair and just, taking into account the conditions of war time pro- 
duction.” This statute further provides: “Nothing herein contained shall be deemed 
to preclude the applicability of Section 403 of Public Law 428, 77th Congress (the 
Renegotiation Act) as the same may be heretofore or hereafter amended so far as 
the same may be applicable.” 

It has been ‘ruled that patent licenses for processes or inventions required in 
performing contracts with the Departments and subcontracts thereunder, are sub- 
contracts, and unless specifically exempted, subject to renegotiation. There are 
numerous instances of individuals and corporations that have granted the use of 
their inventions and processes, license free, to the Government for purposes of war 
production. In other cases, because to do so would deprive an organization of its 
entire wherewithal to carry on further research, or because of existing license con- 
tracts which cannot be changed, or because of other conditions, the need for renego- 
tiation is important. In many such cases the war-time income from royalties based 
on license agreements originally negotiated in anticipation of peacetime production, 
has been so far in excess of the fondest dreams of the patent holders, that the 
excessiveness of profits involved therein is easily established. Even rates fixed under 
Public Law 768 may not prevent excessive profits from patent royalties. In one 
case a company that complained that rates so fixed were too low, realized from 
patent royalties during the first six months thereafter several times what it had ever 
realized in a full fiscal year prior thereto. 


Costs AND Expenses APPLICABLE TO RENEGOTIABLE BusINEss 


Since the Renegotiation Act was designed to eliminate excessive profits on re- 
negotiable business only, it is necessary to ascertain the amount of costs and ex- 
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penses properly applicable to such business as distinct from those chargeable to 
non-renegotiable sales. While the cost analyst is not expected to make the exam- 
ination required to accomplish this, he is expected to consult and advise with the 
contractor relative to the methods used in obtaining the amounts of costs and 
expenses charged to each category, and to satisfy himself that such methods are 
sound and are based upon full consideration of the relationship of the expendi- 
tures to the types of sales to which they have been applied. If the contractor’s 
cost system is comprehensive and of a type thoroughly suitable to his business, it 
may be assumed that the costs of specific products will be reasonably accurate. If 
his wartime products are identical with those of his peacetime operations, costs 
applicable to renegotiable business will basically bear the same proportion to those 
applicable to non-renegotiable sales. Where no adequate cost system is in opera- 
tion a careful analysis of expenditures must be made, either by the contractor or 
his auditor or by a representative of the Price Adjustment Board, as circumstances 


dictate. 


Relation of Allowable Costs to Income Tax Deductions 


The basic allocation of costs and expenses is likely to require adjustment for 
special items. In general, a “Secretary shall recognize the properly applicable ex- 
clusions and deducations of the character which the contractor or subcontractor is 
allowed under Chapter 1 and Chapter 2E of the Internal Revenue Code” (Sec. 
403(c)(3)). Specifically, “the Secretaries of the respective Departments shall not 
make any allowance for any salaries, bonuses, or other compensation paid by a 
contractor to its officers or employees in excess of a reasonable amount, nor shall 
they make allowance for any excessive reserves set up by the contractor or for any 
cost incurred by the contractor which are excessive or unreasonable” (Sec. 403(d)). 


With respect to the first of the two foregoing provisions of the Act, the Boards 
emphasize the significance of the phrase “applicable exclusions and deductions . . . 
of the character allowed under Chapter 1 and Chapter 2E of the Internal Revenue 
Code.” Although such Code provisions guide the Boards in their allowance of 
expenditures as charges against renegotiable income, they do not feel bound to 
use in all cases, the amounts the Bureau of Internal Revenue may accept. In the 
matter of depreciation, for example, a Board may accept a contractor’s computa- 
tion of accelerated depreciation resulting from war production, even though a 
portion of it may ultimately be disallowed for tax purposes by the Bureau of In- 
ternal Revenue. In the treatment of amortization of facilities acquired under Cer- 
tificates of Necessity, the Boards treat as an operating expense whatever portion 
of the charges seems to represent normal depreciation, and deduct the balance from 
profits to arrive at the amount of profit from which excessive profits are to be 
eliminated. Both the Bureau of Internal Revenue and the Price Adjustment Boards 
recognize amortization as a deduction in full, but treat the amount differently. 
The Board’s treatment is for the purpose of obtaining from companies which are 
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allowed amortization of facilities profit figures that are comparable with those not 
so favored. 

The Boards may allow against renegotiable sales, salaries and other compen- 
sation in amounts greater than those which the Bureau of Internal Revenue sub- 
sequently approves as a deduction for income tax purposes. 

Because they are charged with recognizing the same types of costs and expenses 
as are permitted for federal tax purposes, consideration must be given to the returns 
that have been filed by the contractor and to the reports of Internal Revenue Agents 
based on their examinations of the records upon which such returns were based. 
If, however, the Boards were to delay their decisions until the Bureau of Internal 
Revenue could complete its audit of every contractor subject to renegotiation, in 
order to be sure that they allowed expenses in the same amounts as the Bureau 
of Internal Revenue, the real purpose of the Renegotiation Act would never be 
realized. It must be remembered that this Act was designed, not to secure more 
taxes, but to eliminate excessive profits from war contracts and, as part of the same 
procedure to aid in securing lower prices on future contracts. For these purposes, 
and particularly the latter, speed in accomplishing the task is of the highest 
importance. 


Excessive Compensation 


The Secretaries, and through them the Boards, are charged specifically with the 
disallowance of excessive costs resulting from unreasonably high payments of com- 
pensation (whether in the form of salaries, bonuses, commissions or a combination 
of them) to officers and employees, from unreasonable provisions against future 
contingencies or commitments, and from any other expenditure. Some companies, 
whose sales as the result of the war have catapulted astronomically, have increased 
the compensation paid to key men to fantastic amounts that are in no way justified 
even by the increased responsibility which increased business has placed upon them. 
In other instances wages of workers have been raised beyond the amounts earned 
through regularly approved overtime rates, as the results of bonuses and “incentive 
payments,” to figures out of all proportion to any conceivable valuation of their 
services. Whether or not such payments are excessive under the various circum- 
stances of their payment, it is the job of the Boards to determine. To assist them 
in arriving at a fair decisions the cost analyst must obtain from the contractors the 
facts and an explanation of them. 

In general, in considering the reasonableness of compensation to officers and 
higher paid employees, attention is paid to the nature of the work, extent of re- 
sponsibility, experience and effectiveness of the individual, increases in compensa- 
tion since January 1, 1941, and amounts paid to persons similarly employed in other 
companies of the same industry. There is no attempt to be picayunish in this 
survey; the judgment of the management in fixing its employees’ compensation 
is given great weight. Wage restrictions under Executive Orders and under Reg- 
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ulations issued by the Director of Economic Stabilization, are recognized as a basis 
for determining whether or not in given instances payments to employees are 
excessive. A certificate from the contractor relative to his compliance with such 
regulations is acceptable to the Boards. In partnerships, where partners are not 
allowed specific “salaries,” amounts considered reasonable in view of the size and 
character of the business are allowed to all active partners before arriving at the 
profit the excessiveness of which is to be determined. 


Taxes 


While federal income and excess profits taxes are not allowed as costs or expenses 
in the determination of profits, all other federal taxes and excises and all taxes to 
states and other taxing jurisdictions, paid or accrued in accordance with legal 
formulas, are allowed as costs either to be apportioned or applied specifically against 
renegotiable business, as the circumstances justify. Real estate and other property 
taxes, for example, are usually charged only against the production obtained from 
the use of the properties subject to such taxes. Social security taxes are related to 
the labor costs of renegotiable and non-renegotiable production, respectively, on the 
basis of payments made on account of the actual labor employed in each type. 
Where the cost procedures so include such items in overhead that actual reapplica- 
tion is difficult, the cost analyst is expected to be sure that the method of appor- 
tioning such overhead between renegotiable and non-renegotiable production does 
substantial justice to the costs of each kind. 

State income taxes and franchise taxes based upon income, are allowed as ex- 
penses apportionable to renegotiable business, but since the amount of such taxes 
may be subject to adjustment as the result of renegotiation, it is generally agreed 
with a contractor that whatever tax refund he may obtain from a state, when such 
refund is based on a recalculation of the taxes as the result of renegotiation, will 
be turned over to the Treasury Department as excessive profits. . 


Employee Pension Funds 


When a contractor has established a pension or retirement fund, to which it 
makes regular contributions, for the benefit of employees, the portion of the con- 
tribution pertinent to employees engaged in war production will be allowed as a 
cost against renegotiable business, provided the expenditures by the contractor are 
of a type generally approved by the Bureau of Internal Revenue as proper deduc- 
tions for tax purposes. When such funds have been established for many years no 
question of their legitimacy as costs is likely to arise. If a plan provides for annuity 
or pension credits for services rendered in prior years, the amount allowable as an 
item of cost against renegotiable business will not be permitted to exceed the amount 
contributed on account of current services plus 10% of the total amount required 
to provide in full for such past service credits. 
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Provisions for Contingencies 


Similar examinations are made with respect to credits to reserves of various 
kinds. It may be entirely proper for a contractor to provide for possible expendi- 
tures to meet guarantees with respect to his product. Whether the amount of his 
provision is excessive must be determined in the light of his past experience under 
such or similar guarantees, the terms of the contracts which contain them, the 
costs involved, etc. Provisions for accelerated depreciation are allowable costs but 
only to the extent that the conditions under which the company is operating justi- 
fies them. These are matters of both fact and opinion, but a Board’s judgment 
with reference to the propriety of the amount allowable, for example, for accel- 
erated depreciation can be sound only to the degree that adequate factual data are 
available. So the cost analysts must develop them—the types of equipment affected, 
their probable useful life, the conditions of operation, effect of abnormal hours of 
plant operation, abuse by unskilled operators, adequacy of maintenance, etc. 

Provisions for postwar conversion, and other provisions for contingencies cannot 
be allowed as costs chargeable against war business. They are not of the character 
allowed under Chapter 1 and Chapter 2E of the Internal Revenue Code, nor are they 
proper deductions under any acceptable method of determining profits. The ex- 
penditures for which such reserves are set up may ultimately be proper deductions 
for tax purposes when they are made, but the impossibility in most instances of de- 
termining either the propriety of their amount, in relation to the ultimate use of the 
funds to which they relate, or their relation to current war production, denies them 
the right to recognition as a legitimate and allowable cost applicable to present 
war business. 


Treatment of Non-Manufacturing Expenses 


The propriety of an allocation of the costs of sales, and resultant gross operating 
nrofit, is usually determined in connection with an examination of the cost methods 
used. While individual items of cost, even when the basis of allocation is sound, 
are not to be neglected, because excessive costs are often found among them, each 
item of non-manufacturing costs and expenses is subject to scrutiny for excessive 
items, the most common of which are abnormally high salaries and bonuses. While 
interest expense may frequently be apportioned to renegotiable and non-renegotiable 
business on the basis of sales, this is not necessarily equitable. Interest on a mort- 
gage on property used exclusively for non-war production should not, except under 
most unusual circumstances, be charged against war production. On the other 
hand, interest on a V-loan may, under most conditions, be treated in full as an 
expense applicable to renegotiable business. In every case the facts must be deter- 
mined and the decision based on the circumstances. 


Occasionally a company may have buildings and equipment for which it has no 
immediate use, for either war or non-war purposes. Unless they are idle purely 
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because of conversion to war, the expense of guarding, protecting and maintaining 
such facilities is not a proper charge against renegotiable income. 

Selling expenses, including advertising, require particular inquiry. The accounts 
of many companies still show substantial amounts for sales salaries, salesmen’s ex- 
penses, commission, etc., even though the persons to whom the amounts charged 
under such categories are paid, no longer do sales work but act as service engineers, 
expediters, inspectors, etc. To the extent that their services are related to war busi- 
ness, reasonable compensation paid to such persons is applicable thereto. Long stand- 
ing arrangments whereby salesmen, agents, dealers and distributors receive commis- 
sions based on deliveries of certain products within specified territories, cannot be 
set aside over night, unless a manufacturer is willing to abandon any hope of te- 
taining or recapturing his regular markets after the war. The existence of unex- 
pired agency contracts in many cases adds to his difficulty of eliminating or reducing 
selling expenses during the war. In the case of many subcontractors commissions 
paid in accordance with a long established practice are completely justifiable, not 
only from the viewpoint of the contractors, but from that of the Government as 
well, for the recipients have rendered valuable service in spreading the job of war 
production among a larger number of manufacturers than would otherwise have 
been possible, and have followed up the contracts after they have been obtained. 
In other cases individuals have been the beneficiaries of commission arrangements 
to an extent so great as to leave no doubt that the compensation paid was far 
greater than the service rendered could possibly have been worth. 

Commissions or compensation contingent upon obtaining contracts directly from 
the Government are frowned upon by the Boards, on the theory that during war 
time any manufacturer who is able to produce something that the Government 
needs in carrying on the war, needs no agent to get a contract. While the theory 
is sound, it has fallen down many times in practice, for many contractors have 
spent days and weeks in Washington unsuccessfully trying to get contracts, only 
to be swamped with them shortly after turning the job over to a broker. Pay- 
ments under brokerage contracts entered into prior to the beginning of the first 
year covered by renegotiation are generally allowed as a charge against renegotiable 
sales. As mentioned in an earlier paragraph, however, the broker will be subject 
to renegotiation. ; 

On the other hand, the expense of maintaining a Washington office, or even a 
Washington representative, provided he is not rewarded on a contingent basis for 
his services in securing prime contracts, is recognized as a legitimate deduction. 
Again, while each case must be considered on its merits, the expenditures need to 
be scrutinized carefully, and any portion of them deemed to be illegitimate charges 
against war business must be transferred to the non-war section of the statement. 

Advertising expenses, to be allowable deductions in computing the profit on 
war business, must be reasonable both in amount and in their relation to the adver- 
tiser’s business activities. Consideration is given to both institutional and product 
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advertising. In general, straight product advertising, designed to publicize the 
merits of a contractor’s specific products, is chargeable only against his non-renego- 
tiable business, unless it relates to products which he as a subcontractor is providing 
for war purposes. The cost of institutional advertising may be partially or wholly 
allowed as a cost against war business, depending upon the relative change in the 
character of the contractor’s business as the result of his conversion to war pro- 
duction. It is not expected that the total amount of a contractor’s budget for such 
advertising during the war period will exceed that of his prewar days. If, in spite 
of his conversion to war production there has been no diminution of his non- 
renegotiable business, the entire amount of his expenditure for institutional adver- 
tising will be charged against such sales. If, on the other hand, his conversion to 
war production has left him with no non-renegotiable business, its reasonable cost 
will be allowed as a deduction in computing his profit on war business. If, as the 
result of conversion, his non-renegotiable business has suffered, he will be per- 
mitted to transfer a portion of the cost of his institutional advertising to renego- 
tiable sales not less than the corresponding ratio during the prewar period. If the 
total amount of institutional advertising cost is substantially in excess of the cor- 
responding prewar expenditures, some of the excess is likely to be disallowed as 
an expense against renegotiable business. 

The treatment of taxes and pensions funds, both of which may involve expendi- 
tures of a non-manufacturing character, have been discussed in an earlier paragraph. 

No major expenditure of a contractor is overlooked in an effort to allocate 
properly to renegotiable and non-renegotiable business, respectively, his costs and 
expenses. The cost analyst reviews the segregations prepared by the contractor, and 
in his report to the negotiator or general analyst recommends such changes as seem 
to him to be in order. 


Effect of Disallowances 


The fact that items of cost which a Board believes to be excessive are disallowed 
with reference to renegotiable business merely means that the portion of such costs 
or expenses, which under acceptable allocations would be charged against renego- 
tiable sales are, upon disallowance, applied to non-renegotiable business. This has 
the effect of increasing the amount of profit on renegotiable business with an off- 
setting decrease in that on non-renegotiable business. 


FacruaL Reports AND DiscussIoNns WITH CONTRACTOR 


Based on (1) the information supplied by the contractor, (a) in response to the 
Assignment Office’s request for data, (b) in response to the request for financial 
data and other information on the part of the Price Adjustment Board or Section 
to which the contractor was assigned for renegotiation, (c) in conversations with 
him and his employees, and (2) facts and opinions obtained from such other 
sources as the procurement officers, who are familiar with, his operations, the Bu- 
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reau of Internal Revenue, etc., the analyst or negotiator prepares a report which 
succinctly embodies all the essential facts upon the basis of which the members of 
the Board or renegotiating group can familiarize themselves with the case before 
engaging in final discussions with the contractor. In addition to a summary of the 
significant financial data, including an income statement for the year under rene- 
gotiation, analyzed with respect to renegotiable and non-renegotiable business, in- 
come statements for the prewar period, and a balance sheet at the end of the 
renegotiable year, this report contains evidence of the character of the contractor's 
contribution to the war program, the difficulties under which he has had to operate, 
the special advantages he has had, etc., together with suggestions of matters to be 
developed more fully with the contractor during the renegotiation discussions. 

The renegotiation proceedings with respect to a contractor reach a climax in the 
discussion which the renegotiating group holds with the contractor after they have 
thoroughly analyzed and digested the factual reports relative to his case. The 
members of this group reach no conclusions regarding the amount of excessive 
profits the contractor has accumulated, until they have heard the contractor ex- 
plain whai he has done to earn the profits reported. A discussion of his revelations, 
coordinated with the factual data obtained by the cost analyst and the negotiator 
or general analyst, results in a proposal to the contractor that he refund a stated 
amount of excessive profits, or an acknowledgment that his operations for the 
period under review have yielded no excessive profits. 

Contractors sometimes contend that a Price Adjustment Board determines 
what amount of profit it will allow a manufacturer, and will not thereafter budge 
from that conclusion, with the result that the contractor is compelled to accept 
the Board’s judgment as final, or submit to a unilateral determination by the “Sec- 
retary” of the Department or Agency responsible for the renegotiation. There is 
some justification for the feeling of many contractors that a Board’s proposal rela- 
tive to the amount of profit it will agree to as excessive in a particular case is final. 
But this does not mean that there is anything arbitrary about the manner of its 
determination, nor that the process by which the amount of a proposed refund or 
adjustment is fixed is not negotiation. From the commencement of the renego- 
tiation with respect to a contractor, his representatives work with representatives 
of the government, not only in the accumulation and analysis of financial data, but 
in discussion of their significance and of the intangible factors involved in the 
contractor’s operations ‘and accomplishments, all with a view to a mutual under- 
standing of the problems involved and, based thereon, a determination of a fair 
compensation for the job done. When all of the factors disclosed have been care- 
fully weighed and considered by a Board’s members in the light of their informa- 
tion regarding comparable operations of and settlements with other contractors and 
in view of their own independence of personal financial bias in the case it is natural 
that the Board should feel that it can and does make its first proposal a fair and 
reasonable one which it should not change unless new evidence can be presented 
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to justify another conclusion. If the contractor really believes that the Board’s 
proposal is not fair and reasonable, he can refuse to accept and let the matter be 
referred to the Under-Secretary (or his counterpart if the renegotiating Board is in 
neither the War nor Navy Departments) for a unilateral determination from which 
he may appeal to the courts. 


STANDARDS OF RENEGOTIATION 


It cannot be denied, however, that the Price Adjustment Boards have an advan- 
tage in their dealings with contractors, in consequence of which they have felt 
keenly their responsibility to develop standards and procedures, involving a thorough 
study, by a group of qualified men, of all the factors pertinent to the problem, 
which would result in proposals of settlements that would be recognized by all 
concerned as fair and reasonable. 


The application of standards to the problems of renegotiation should not be 
confused with the use of a rigid formula whereby a profit to be allowed a con- 
tractor may be computed. The Boards have considered many suggested formulae 
designed to determine the amount of a contractor’s excessive profits from war 
production, but have found none that is universally applicable. Each company is 
an individual problem; no two are alike. A fair rate of profit, based on. the sales 
of a paper manufacturer, would be entirely inadequate for a manufacturer of tanks 
or complicated precision instruments. Even within the same industry a company 
with a new modern plant, fitted out with new machinery, arranged with a view 
to the most economcial production, and all provided by the government, is not 
entitled to the same rate of profit as one that produces the same articles in an old 
plant, perhaps not designed in accordance with the latest ideas for the most effi- 
cient production, but all provided by the contractor without government aid. The 
concern that makes its patents available license-free to other war contractors is 
entitled to a different consideration than the one that does not. The company 
that lends its personnel to teach other manufacturers production methods, even at 
the risk of thereby creating post-war competitors, is deserving of recognition which 
should not be accorded to the concern that does not do so. The contractor who 
constantly improves manufacturing processes and procedures which reduce unit 
costs, and passes the benefits on to the government in price reductions, is more 
worthy of a generous rate of profit than the one who does little to reduce costs or 
who does not reduce prices as his costs go down but, instead, maintains a margin 
of profit so wide that it virtually eliminates risk. The varieties and degrees of dif- 
ference between the operations of contractors are such that no formula for the 
determination of excessive profits is likely to be devised which will replace the 
combined judgment of a group of men, qualified by years of business and profes- 
sional training and experience, to evaluate the performance of a contractor as a 
basis for determining the amount of excessive profits he has accumulated. 


A standard is a basis of comparison. A performance standard may be either an 
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ideal. of attainment or a normal accomplishment. It is in this latter sense that the 
Price Adjustment Boards use the term in scrutinizing a contractor’s profits and 
accomplishments. . 

One of the standards which the Boards use in determining excessive profits is 
the prewar experience of the contractor. For this purpose the four-year period 
ended with the close of the contractor’s 1939 fiscal year is generally taken as a 
basic period, the average results of which are likely to be approximately normal. 
If a contractor is not to be permitted to make excessive profits from war business, 
it is natural and proper to learn what he was accustomed to earn under peacetime 
conditions, when volumes, prices, expenses and profits were governed largely by 
competitive conditions, which tended to weed out the inefficient and high-cost 
producers and to strengthen the efficient low-cost manufacturer. 

The 1936-1939 period was selected because it was felt to be long enough to pro- 
vide a reliable picture of a concern’s habitual operative progress, recent enough to 
reflect the operating ability and experience of its present management, sufficiently 
pre-war to be relatively unaffected by the war, but short enough to permit of the 
easy accumulation of the pertinent data. Furthermore, it was felt that it was 
generally a fairly representative period, since it includes two moderately good years 
(1936 and 1939), one very good year (1937) and the “recession year” (1938). 
Moreover, it was the period legally recognized as a basis for computing the excess 
profits credit, under the Second Revenue Act of 1940 and its successors. 

Although a contractor’s profits during a renegotiable period are compared with 
those he earned during this pre-war period, it should not be assumed that the war 
profit he may retain (before federal income and excess profits taxes) is limited 
either in amount or as a ratio to sales, net worth, or any other figure, to his average, 
maximum or minimum pre-war profit. When the pre-war activities of a company 
or the results of its operations were such that to use them as a basis for comparison 
with profits on war business would be eminently unfair, they have been completely 
disregarded or certain years eliminated. In some instances a company’s business 
is more cyclical in character than that of most companies, with the result that a 
period of four years is inadequate to suggest accurately its profit history or expecta- 
tions. In such cases, too, the selected period of four years is rejected as a basis for 
obtaining normal profits, and if possible, a longer period, including the years 1936- 
1939, will be considered for that purpose. Other companies are engaged in types 
of war production so different from their normal peacetime operations, either 
wholly or partially, that a comparison of profits from one with those from the 
other would be unjustifiable. In any given instance, then, a concern’s pre-war 
record provides a standard by which the excessiveness of its war profits may in some 
measure, be gauged, only to the extent that such record is indicative of normal 
operating results during the pre-war period. Under any circumstances it must be 
recognized that this is only one of many factors to be considered in a particular case. 

Another standard used by the Boards is the pre-war experience of an industry. 








iny 
ing 


of 


kn 
rat 
ma 
anc 
der 


not 

















RENEGOTIATION STANDARDS AND PRACTICES 297 


In many instances an indication of a reasonable profit on war business can be 
gained by comparing the results of an individual company during the renegotiable 
period with those of the industry as a whole, or of a group of representative com- 
panies in the industry, during the pre-war period. This is particularly useful when 
the contractor has no pre-war record, or an abnormal one, or has undergone a 
reorganization or a change in management. It is also helpful in determining how 
close to normal the pre-war experience of an individual contractor may be. 

In the manufacture of many war articles there is no adequate pre-war experi- 
ence to provide a comparative basis for measuring excessiveness of war profits. In 
such cases pre-war results, whether on a company or on an industry basis provide 
only general information regarding the types of profits companies engaged in the 
employment of similar skills have been accustomed to make and as to the relative 
standing of a company in competitive operations. The factors which a Board con- 
siders in determining whether or not a contractor’s operations during the years 
1936 to 1939 inclusive were abnormal, are similar to those of which the Bureau of 
Internal Revenue takes cognizance in connection with a taxpayer’s application for 
excess profits tax relief pursuant to the provisions of Section 722 of the Internal 
Revenue Code. Accordingly, a contractor who has taken steps to secure such tax 
relief may find it desirable to submit a copy of his Section 722 application to his 
renegotiation Board rather than to prepare a statement especially for it, as evi- 
dence of his belief that his operations during the years 1936 to 1939 were not 
normal. 

Profits for a period are commonly measured in relation to sales, to costs, to net 
worth (either at the beginning of the period or the average for the period), or to 
total assets (either at the beginning of the period or the average for the period). 
Without neglecting the other ratios, the Price Adjustment Boards have, in general, 
used sales as a basis for the measurement of profits on war business. Probably the 
major reason for this is the fact that business men commonly express profits as a 
ratio of sales whenever they are discussing pricing policies but it is also partly due 
to the fact that when companies are engaged in both war and civilian production 
it is frequently difficult to divide profits in terms of their relation to the invested 
capital or total assets employed in each phase of the business. The inequities 
involved in relating profits to assets and net worth because of the difficulty of mak- 
ing comparable evaluations of the bases among different companies has also been 
of some significance in this connection. 

War production has yielded ample evidence of what business men have long 
known, that increased production provides opportunities for increasing profits at a 
rate more rapid than that of the increase in volume of sales. Increases in profits 
may result from increases in prices, increases of volume or decreases in unit costs, 
and when all three factors work together may reach unbelievable heights. The 
demands of the war have supplied many producers with volumes impossible under 
normal conditions. To counteract this factor alone lower unit prices would prob- 
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ably be justified, even assuming unit costs remained unchanged. But with increased 
volume reductions in unit costs were almost inevitable. Fixed overhead spread over 
a larger number of units of production yields a smaller amount to be applied to 
each unit. Streamlining production, made possible by orders for very large quan- 
tities of the same item, yields direct operating economies. The elimination or 
reduction of selling and advertising expenses further reduces the unit cost of every 
item of war production. Such reductions in unit costs facilitate the turnover of 
capital. On the other hand, economies made possible from increased volume have 
been to some extent offset by increased wage rates, the use of untrained employees, 
the cost of training workers, high labor turnover, greater inspection costs, increased 
cost of plant protection, greater wear and tear on machinery and equipment, etc, 

To determine, therefore, on the basis of a mathematical formula, how much of 
a contractor’s profits on war business is the result of his normal business ability, 
how much is due to the inrease in volume for which the war alone is responsible, 
how much is the net result of direct economies and savings from the wider spread 
of fixed overhead, how much is to be credited to extra efforts inspired by his patri- 
otic desire to go the limit for his country, is well nigh impossible. 

Another standard of comparison—one very difficult to fix, because it is based 
on personal judgment gained from wide experience—must therefore be used by the 
Price Adjustment Boards in appraising the excessiveness of a contractor’s profits, 
This standard is the accomplishment of industry as a whole under conditions of 
wartime production. How does the A company’s job compare, not only with that 
of the B company, which is engaged in similar business, but with what it should 
be capable of doing, in the light of what industry as whole has done? 


AN Ixiusrrative APPLICATION OF STANDARDS 

An illustration may indicate the manner in which the Boards attempt to apply 
these standards. 

Company P has had a very successful career for more than a quarter of a cen- 
tury as a manufacturer of a small variety of electrical specialties, in the field of 
which, in spite of numerous competitors, it has long been dominant, due to its 
extremely efficient management, its pioneering in the development of uses for its 
products, its training of personnel in their operation, and its influence in persuad- 
ing the industry to standardize on a few styles and sizes. Except in the develop- 
ment of methods and equipment for the manufacture of its output it has made no 
outstanding contribution with respect to the products themselves. All are standard 
in the industry and are related to no important existing patents. Since the demands 
of war had no effect on the character of its product, it had no conversion problem 
other than a slight expansion in the form of additional equipment (which was ac- 
quired without Certificates of Necessity) and will have no reconversion problem, 
as such, although for some of its products there will be for several years a heavy 
reduction in postwar demand. 
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The P Company’s sales during the pre-war years 1936 to 1939 inclusive averaged 
less than $10,000,000 a year, with the total for the low volume year about two-thirds 
of that of the high volume year. In 1940 the company began to feel the effect of 
preparations for national defense, for in that year its sales were 20 per cent greater 
than those of its best preceding year and nearly 50 per cent greater than its average 
for the period from 1936 to 1939, inclusive. Its sales for 1941 were nearly double 
those for 1940, and in 1942 mounted further to a total, before renegotiation, of nearly 
four times its average 1936-1939 record. Profits before taxes hovered fairly con- 
sistently around 25 per cent of sales during the six years prior to the war. Based 
on net worth at the beginning of the year these profits ranged from a low of 
slightly less than 25% to a high of more than 50%, with an average of nearly 40%. 

During 1942 the company’s non-renegotiable business, about equally divided be- 
tween commercial sales and war business, payment for which was received before 
April 28, 1942, was computed to be about 35 per cent of its total business (before 
renegotiation), about go per cent of its total sales in 1940 and more than 30 per 
cent greater than its average annual volume during the 1936 to 1939 period. After 
adjustment of costs and expenses, to apply against non-renegotiable business items 
not related to renegotiable business, the ratio of its profit before taxes on its renego- 
tiable business was approximately 27.5 per cent, about one-half of one per cent 
greater than the corresponding ratio on its non-renegotiable business. On both 
classes of business, therefore, its rate of profit on sales was greater than the average 
for the six years prior to the war, and its volumes for each class was also greater, 
which clearly indicated that all of the renegotiable business was over and above 
what the company might reasonably have expected, except for the war. 

In considering what would represent a fair profit to this contractor on his re- 
negotiable business the renegotiating group recognized that the company was the 
lowest cost producer in its field; that it had for years consistently operated to reduce 
prices, though not specifically as the result of war production; that it has been 
largely responsible throughout its history for the development of new uses for its 
products, with the result that they are essential and critical tools of war production, 
the use of which has reduced the cost by untold millions of dollars; that it has been 
instrumental in speeding up the production of its own plant and of its competitors, 
through cooperation with the latter in improving their manufacturing methods 
and procedures, with the result that the government has been saved many millions 
of dollars in plant costs and an undeterminable number of hours of delay in the 
completion of war products; that its products have always been satisfactory; that 
its deliveries have always been according to schedule; that it required no financing 
by the government; and that altogether it has made an important contribution to 
the war effort. On the other hand, the renegotiating group also recognized that 
the company had no problem of plant conversion to engage in war business, its 
war products being identical with those of its peacetime operations; that its genius 
is reflected primarily in production. rather than invention of epochal devices; that 
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it will have no problem of postwar reconversion; that its postwar reduction in 
business will not be comparable with that to be suffered by many industries; that 
its investment in new facilities for war production is relatively small and of stand- 
ard character; that it has retained its peacetime contacts by preferring subcontracts 
to prime contracts; that it was not wholly cooperative with government procure- 
ment agencies in connection wtih such few prime contracts as it accepted; and 
that its profit before taxes on non-renegotiable business was greater than its total 
corresponding profit for any year prior to 1941. 

This net result on renegotiable business, combined with its return on non- 
had done a job which entitled it to a profit on renegotiable business which repre- 
sented a reward for its outstanding contribution and performance in connection 
with the war effort, but which must also be related to the degree of its sacrifice in 
comparison with other types of industry and to the development of inventions of 
immeasurable significance. As a result of this conclusion its was recommended 
that the company refund an amount which would leave it a profit on renegotiable 
business alone, before federal income and excess profits taxes, as follows: 


(1) in amount, more than its average annual profit before taxes during the 1936 to 


1939 period. 


(2) as a rate on adjusted sales (renegotiable sales, reduced by the amount of the 
refund), more than half the highest rate on its sales for any year since 1935. 

(3) as a rate on adjusted sales approximately one-third greater than that allowed 
any renegotiated company in a comparable business. 


The net result of these considerations was the conclusion that the P Company 
renegotiable business which was entirely unaffected by renegotiation, leaves the 
company with a return before taxes of approximately twice as much as it made in 
its best year prior to 1940 and a net return after taxes and all other charges of 
about 20 per cent on its net worth. While the resultant return after taxes is less 
in amount than the company enjoyed during a few of its prewar years and less in 
rate than it was during any of those years, it must be recognized that the tax rate 
for 1942 is much higher than it was during the earlier period so that all taxpayers 
must pay substantially larger proportions of their incomes to the government in 
taxes. 

CoNSIDERATION OF EFFICIENCY 

Contractors are particularly concerned about the Boards’ recognition of their 
efficiency in war production. Many feel that through renegotiation they are pe- 
nalized for increasing efficiency and lowering unit costs, and that those companies 
with high costs and relatively low profits fare better than those that strain every 
nerve to improve production, lower unit costs and pass on to the government the 
benefits resulting from their efforts. In some instances, highly efficient low cost 
producers may have suffered, through renegotiation, in comparison with others 
engaged in similar types of production. If this be so, it is contrary both to the 
desires and the general practices of the Boards, for particular consideration is given 
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in every case to evidence of efficient and cost reducing operations, in order to com- 
pensate the efficient manufacturer more generously than the less efficient. It does 
not follow that the efficient producer, merely because of his efficiency, may not have 
accumulated excessive profits. The opportunity for the demonstration of his effi- 
ciency may have been provided by the war. Under conditions of his normal pro- 
duction the opportunities for such notable cost reductions may not have existed. 

An example of one who received full recognition of his efficiency is a small 
manufacturer, whose war product is identical with his peacetime product, and whose 
1942 volume, more than half of which was on war contracts, was not substantially 
greater than his peacetime volume. The profits on his total business in 1942 were 
at a rate of 60 per cent greater than he had earned during the prewar period. This 
increase in profit ratio was due, almost entirely, to the installation in 1942 of equip- 
ment he had wanted to buy for several years, but which he was unable to do with- 
out (as he felt) over-extending himself, financially. In this case the war program 
received the benefit of improved manufacturing methods, which the manufacturer, 
because of conservative business habits, had denied himself for several years. With 
such equipment for his prewar operations his unit costs would have been lower 
and his consequent profit ratios higher during the years of his base period. In 
renegotiation he received the benefit of the increased efficiency of his 1942 operation, 
in comparison with that of the prewar period, by the allowance as normal of the 
profit he would have made during the earlier years had he had the reduced unit 
costs which the improved equipment permitted him to develop. 

Admittedly one of a Board’s most difficult tasks is to determine the relative 
production efficiency of the various contractors with whom it deals, and the extent 
to which a manufacturer’s success in reducing costs is the result of his own in- 
genuity as opposed to the application of factors not subject to his control. Through 
analyses of capital turnover, labor hours per unit of output, nature and extent of 
government assistance, and a variety of other factors, with special emphasis on 
economy in the use of facilities, manpower and raw materials, the Boards attempt 
to obtain the facts upon the basis of which they can justly reward the supercom- 
petent for outstanding efficiency in production and treat with comparable justice all 
other producers, on the basis of their respective records. 


Tue SIGNIFICANCE OF SUBCONTRACTING 


Another factor to which the Boards attach considerable weight is the degree to 
which a contractor’s operations are integrated. A manufacturer who depends only 
on the facilities and labor in his own plant to convert raw material into finished 
war products is generally entitled to a higher rate of profit on sales than one whose 
operations consist primarily of assembling parts accumulated from a number of 
other manufacturers because he has more capital invested and adds more value in 
the process of manufacture. The price of every item furnished by a subcontractor 
includes a profit which becomes a part of the cost of the final product. Unless the 
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subcontractor can supply his parts for less than the contractor can produce them in 
his own plant, the ultimate costs of the latter’s product will be greater than it other- 
wise would be. On the other hand, since from a national viewpoint every plant 
and facility in the country has been needed, either for direct war or essential civil- 
ian production, it must be recognized that without the extensive subcontracting 
that has been such a vital factor in our development of war matériel, this country 
could never have become the arsenal of democracy that it is. The cost of some 
products may have been greater, but the speed with which they were obtained 
justified the increased cost. Accordingly, under some circumstances subcontracting 
is a definitely favorable factor for which the contractor is entitled to special rewards, 
For example, one company, through the utilization of a large number of small 
subcontractors on more than 95 per cent of its production, turned out over 
$25,000,000 of critical ordnance items before any plant was equipped to produce 
them on anything like an integrated basis. The importance, significance and neces- 
sity of such subcontracting is not overlooked. 

When a contractor sells a product on a fixed price basis, and it develops that 
he buys all the parts, so that his contribution is primarily that of assembling them, 
in determining whether he has made excessive profits consideration must be given 
to the relative value of his participation in the final product. If the purchased 
parts are standard and easily obtainable, he may not be entitled to a very substantial 
compensation for his assembly job but, even though the purchased parts are all 
standard and easily obtainable, if the assembly job is intricate and requires a high 
degree of technical skill, the reward for his services should be correspondingly 
greater. Furthermore, subcontractors do not always supply standard parts; they are 
not always in sound financial condition; they may not use reliable accounting pro- 
cedures. In such cases, even though the contractor’s contribution to the final prod- 
uct may appear to be only an assembly job, actually it may include furnishing his 
subcontractors with engineering aid, production specifications, financial help, in- 
spection service, accounting and auditing and a variety of other benefits essential to 
total production. In other words, the contractor’s contribution may be one of 
management fully as much as one of assembling the parts manufactured by sub- 
contractors and he would, accordingly, be entitled to greater profits. 

A contractor cannot be accorded fair treatment in evaluating the excessiveness 
of his profits unless full consideration is given to the nature and amount of sub- 
contracting involved in his production and the character of his relationship to his 
subcontractors. 


Contractor’s Risks 


Closely related to the matter of subcontracting, though by no means solely in- 
volved in it, is the problem of a contractor’s risks. Profit is generally considered to 
be compensation for the use of capital, and the greater the risk involved the higher 
is the rate of return which owners of capital demand for its use. In war time it is 
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necessary to allow profits as compensation for a fine production job even though 
there may have been no capital at risk but, in considering what are reasonable 
and what are excessive profits, the Price Adjustment Boards must be concerned, 
to a considerable extent, with the evaluation of a contractor’s risks in connection 
with his war production. 

In the early days of preparation for war some of the risks which now seem 
unimportant were very real. Increases in material costs and increases in labor rates, 
for example, while possibilities not now completely non-existent, were then of vital 
concern to every manufacturer. The danger of production stoppages as the results 
of delays in the delivery of materials and parts is an ever present risk, but more 
serious for some companies than for others. Many contractors have observed their 
costs rising because of the inexperience of a large part of their employees, a con- 
dition which has necessitated specific job training, and has resulted in slower pro- 
duction, more spoilage and a larger number of rejects than would normally be 
expected. The difficulties involved in stabilizing labor conditions has caused a high 
labor turnover in many industries. The employment of women in industries un- 
accustomed to them, while providing a solution for some problems, has created 
others. 

Some manufacturers are subject to uninsurable risks because of the nature of 
their production; some are required to provide product guarantees, the cost of 
meeting which, under present conditions, is largely a matter of speculation. One 
company at its own expense has sent repairmen by plane to drop on ships in mid- 
ocean to make the equipment which it installed function properly. 

Of particular concern to many contractors is the risk of cancellation of their 
orders, or of a modification of their production programs which reduces the utiliza- 
tion of their facilities. Contractors whose product is largely produced by subcon- 
tractors and whose facilities are in great measure government-owned or acquired 
under certificate of necessity, ordinarily have less at stake, relatively, than highly 
integrated manufacturers and those that have received no financial assistance of 
any kind from the government. 

While provisions for post-war rehabilitation cannot be allowed as costs in the 
determination of profits from renegotiable business, recognition of post-war risks 
cannot be denied. A contractor whose post-war business is going to be extremely 
lean because he has flooded industrial plants with equipment needed for war pro- 
duction but which will need no replacement for many years and is adequate for 
peace-time operations, is deserving of much consideration by reason of that fact in 
arriving at a fair rate of profit on his war sales. A manufacturer who was domi- 
nant in his field before the war and who has sacrificed his regular business in order 
to do a war job for which his plant and organization were peculiarly fitted, and 
has assisted in the development of other contractors in the same field, has taken a 
serious risk with respect to his post-war future, for he has lost a large part of his 
prewar market for what was formerly his principal product and has created (or 
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assisted the government to create) a great many competitors in the field in which 
at one time he had his own way. 

Contractors are well aware of the risks they have taken; many, of course, are 
inclined to exaggerate or over-emphasize them. The Price Adjustment Boards 
encourage the contractors to present their views clearly on this as on other factors 
and they take full cognizance of them and evaluate them in profit terms as accu- 
rately as possible. 

Cost-Pius-Fixep-Frz Contracts 

Because most of the risks incident to the performance of fixed-price contracts 
are not applicable, at least in the same measure, to cost-plus-fixed-fee contracts, the 
latter are not included in the usual overall renegotiation of a company’s fixed price 
business, but are given separate consideration. Furthermore, when such contracts 
relate to large physical units, such as ships or construction projects, to consider them 
on a fiscal year basis is likely to yield inequitable results, since the real profit from 
such jobs cannot be determined until the contracts are completed. For this reason 
ship and construction contracts are often renegotiated on a completed contract basis 
depending upon conditions in the individual case. 

In general, the same types of factors are weighed as in the renegotiation of 
fixed-price contracts. Greater attention is paid, however, to the comparability of a 
contractor’s performance to that of others currently or recently engaged in similar 
operations than to his prewar experience. Changes in factors governing production 
subsequent to the signing of the contract may justify a modification of the fee. 
Thus, in one instance a contract for a small number of units of a particular prod- 
uct specified a fixed fee per unit based on production conditions suitable for the 
originally contemplated quantity. The subsequent need for a great many units, 
which were ordered on the same basis as the first quantity, enabled the contractor 
to change his production methods so radically that the fee per unit yielded a profit, 
which as a percentage of actual cost was at several times the rate applied to the 
estimated cost contemplated in fixing the fee originally. 

Disallowances of costs must be treated as deductions from the fee in renego- 
tiation proceedings. There are times when, depending upon the nature of the dis- 
allowances, a loss or an inadequate profit on cost-plus-a-fixed-fee business will be 
taken into consideration in fixing the amount of profit to be allowed on fixed price 
business so as to allow a larger amount than would otherwise have been considered 
proper. 

Fixed fees directly related to production in government-owned plants are funda- 
mentally compensation for management, and may easily become very exorbitant 
as production mounts beyond the limits anticipated when the contracts were 


negotiated. 


EvaLuATION OF ConTRACTOR’s PERFORMANCE 
From the foregoing it is evident that in renegotiating the war business of a 
contractor on an overall basis a Board relates its performance to its prewar experi- 
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ence, to the general prewar experience of the industry with which it is identified, 
the experience of other contractors now engaged in similar kinds of production and 
the significance of the contractor’s production to the war program as a whole. By 
balancing the favorable factors against the unfavorable factors, with due considera- 
tion for the risks involved, it tries to arrive at a fair evaluation of the amount of 
profit to which the contractor is entitled for the job done. In reporting to him the 
amount of refund the renegotiating group feels it is proper he shall return, its 
chairman generally enumerates the factors to which special consideration has been 
given. The complaint is frequently made that the renegotiating Boards do not 
indicate how much weight they give to each of such factors, and make it impossible 
for a contractor either to verify the amount of the proposed refund, assuming he 
accepts the basis of its determination, or to oppose intelligently the determination 
of the Board with reference to the amount of weight allowed certain factors. To 
the contractor, the refund recommendation appears to be the result of an arbitrary 
determination. It cannot be denied that the Boards do not attach specific numerical 
weights to specific factors which influence their judgment in the final determina- 
tion. Nor, if they did, is it likely there would be agreement among the several 
members as to what weight should be applied to each of the factors. In one pro- 
ceedings the five Board members took a secret ballot and were unanimous in their 
recommendation of an amount to be refunded by the contractor. Discussion sub- 
sequent to the announcement of the results of the ballot revealed that each voter 
had reached his conclusion in pursuit of a train of thought quite different from 
that of the others. In other words, each member of the renegotiating group 
weighted differently the various factors considered, yet arrived at the same net 
result as all the others. Business men are daily confronted with analogous situations, 
wherein they are required to evaluate pieces of property or jobs done. They reach 
conclusions which they themselves would have difficulty in analyzing mathemat- 
ically, but the soundness of which is admitted by their associates. In buying a 
factory site, for example, such factors as nearness to raw materials, nature of trans- 
portation facilities, with respect to suitability for incoming freight and shipments 
to customers, availability and character of labor supply, types and amount of taxes, 
attitude of the community toward industrial plants—these and many other factors 
must be considered in determining a fair price to be paid. But it is doubtful if 
any business man attempts to place a value on each factor in arriving at the amount 
he is willing to offer for such property. His experienced judgment enables him to 
reach a conclusion which balances one factor against another without identifying 
the exact degree of importance he attaches to each. 


Profits AFTER RENEGOTIATION 


Whatever the final conclusion with respect to an amount of refund, the resultant 
profit can be expressed as a percentage of sales. Since the Renegotiation Act has 
been designated as a pricing act, any refund made bya contractor is in effect a 
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rebate of price, made because, in the light of the facts developed through renego- 
tiation, not known when the contracts involved were originally placed, the prices 
named in such contracts were too high. Had they been lower, sales as well as 
profits would have been less. The refund resulting from renegotiation operates to 
reduce the sales of renegotiable business as reported before renegotiation, and the 
profits based thereon. The ratio of profits after renegotiation, insofar as they are re- 
lated to sales, must therefore be computed with reference to sales after renegotiation, 


If, for example, a company’s renegotiable business was reported as $10,000,000 
on which the profit before federal income and excess taxes? was $2,500,000—or 
25 per cent of such sales, and as the result of renegotiation it refunded $1,500,000 
(also before taxes), its sales after renegotiation would be $8,500,000 and the final 
profit after renegotiation and before taxes, would be $1,000,000 or 11.76 per cent of 
“adjusted sales,” that is, original renegotiable sales, reduced by the amount of the 
refund. 


ExEcuTION oF RENEGOTIATION AGREEMENT 


Most contractors are interested in knowing what will happen if they refuse to 
accept the refund proposal of a Board. Since renegotiation presumes a mutual 
understanding, discussions usually terminate in execution of a bilateral agreement 
relative to the total amount of refund and the manner in which it shall be applied 
to specific prime contracts, with further reference to price reductions applicable to 
future billings under such contracts and prices to be changed under subcontracts. 
If the representatives of the contractor are not empowered to enter into such an 
agreement at the time of their meeting with a renegotiating group, the agreement is 
not completed until their principals have had an opportunity to pass upon the pro- 
posal and have signified their willingness to accept it. It is, however, their privi- 
lege to reject it. If the renegotiation group is a Price Adjustment Section in one 
of the War Department Services or a regional board of the Navy Department, 
appeal may be made to the top Board of the Department involved, for a recon- 
sideration of the case. If there is still no meeting of the minds, the case is referred 
to the Under-Secretary for a unilateral determination of the amount of excessive 
profits involved. The amount of excessive profits found by a unilateral determina- 
tion may be collected by withholding amounts due the contractor or, in the case of 
a subcontractor, by ordering prime contractors who are his customers to withhold 
payments for the account of the government. The contractor then has the right of 
suit for recovery in the Federal Courts. If there are no funds that can be withheld 
or collected through the contractor’s customers the government has recourse to the 
courts for collection. 


® For a discussion of the relation of renegotiation to federal income taxes, see, in this symposium, 
Watts, Renegotiation and Federal Taxation, infra p. 341; also, on the controversy before-taxes vs. after- 
taxes, see the last article in this symposium by Jules Abels on The 1943 Revenue Bill’s Renegotiation 
Proposals. 
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PuBLicaTION OF REsULTs OF RENEGOTIATION 


Nearly every contractor who appears before a Price Adjustment Board would 
like to know how the settlement proposed to him compares with that offered his 
neighbor or competitor. Because the matters revealed to a Board are given in con- 
fidence, it is not at liberty to discuss with contractors the affairs of other contractors. 
A contractor sometimes thinks a Board has accorded him unfair treatment, because 
he has heard of companies that seemed to have fared better than he. On one occa- 
sion a contractor brought to a meeting with his renegotiating board a list of a 
dozen contractors which, it had been publicly reported, had been renegotiated with 
results therein indicated. Seven of the twelve had, at that time, not yet met with 
a price adjustment board! 

Many persons on the government side of the table would welcome the right to 
reveal the facts underlying the settlements proposed to contractors, and the bases 
upon which they were developed. They believe that a contractor would have a 
different attitude toward a proposal made him, if he could compare it in detail 
with those made to some of his competitors. Until, either by law or by common 
consent of contractors, Price Adjustment Boards are permitted to release the facts 
underlying settlements with each contractor renegotiated, secrecy with respect to 
the facts of specific renegotiations must prevail.’ 


Excessive Prorits aND INADEQUATE WorKING CaPITAL 


“How am I ever going to pay this amount?” is a question often asked by con- 
tractors who have received a proposal by a Price Adustment Board. “You tell me 
I have made excessive profits, but where are they? Three years ago I had a cur- 
rent ratio of 5 to 1; now I am doing five times as much business as I did in 1939, 
and my current ratio is 1.1. to 1. With all my war business I’m worse off than I 
was before the war.” 

The problems of currently financing a rapidly expanding volume of production 
are not to be taken lightly. Even when collections for goods delivered are received 
promptly, the need for meeting payrolls, paying for materials, parts, subassemblies 
and supplies on time, in order not to lose discounts, providing for taxes and other 
expenditures, when their total increases at a faster rate than the receipts from deliv- 


© An erroneous impression has perhaps prevailed concerning secrecy and disclosure of renegotiation 
results. The restrictions on the disclosure of the results of a partciular renegotiation proceeding is, for 
the most part, limited to government representatives. ‘The manufacturer whose contracts have been 
renegotiated is under no obligation to keep silent with respect to the settlement made with him, except 
that for military security purposes, he may not disclose information concerning individual contracts with 
respect to which he is otherwise already restricted. For the same reason, in some cases it may be 
improper for him to disclose the gross amount of renegotiable business done. A contractor who com- 
pares his own settlements with published results of earnings after renegotiation should be sure, how- 
ever, that the latter relate solely to the allowed return on renegotiable business and do not include the 
results from operations which are beyond the scope of the Price Adjustment Boards. A company, for 
example, which was allowed a profit before taxes of ten per cent on adjusted renegotiable sales repre- 
senting approximately one-half of its volume, and had a profit before taxes of thirty per cent on the 
other half of its sales not subject to renegotiation, will show a total net profit after renegotiation, ex- 
pressed as a percentage of sales, much greater than that of a company allowed a profit of twelve per 
cent of adjusted renegotiable sales which represented one hundred per cent of its business. 
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eries, requires constant attention and application of great ingenuity and extreme 
vigilance to keep a reasonable bank balance. When in addition, a company uses 
its own funds to provide additional facilities, its financial condition may become 
really uncomfortable. The Boards approve of the efforts of contractors to finance 
their war production without borrowing, either from private or government sources, 
Nevertheless, they recognize that the manner of utilizing the funds acquired through 
the realization of profits is a matter quite apart from the amount of the profits 
realized. Excessive profits are profits which should never have been received. To 
the extent that they have been received a contractor is, in effect, borrowing from the 
government without interest. In private operations, to expand his plant to handle 
contracts from which he expects to make a profit he would expect to use his credit, 
if his own funds were insufficient for the purpose. The same point of view should 
prevail in his dealings with the government, particularly when the government is 
so willing to assist him, through its V-loan provisions, and in other ways, to obtain 
the funds required to finance his war production. The Boards are glad to render 
whatever aid they can to help a hard pressed contractor to obtain the credit neces- 
sary to enable him to carry out his contracts and to refund excessive profits but 
they do not believe that the contractor who has been inadequately financed and is 
therefore in serious financial difficulty should be allowed to make and keep exces- 
sive profits which he would not be allowed to have if he had been adequately 
financed. Whether he can pay it back and when are questions quite apart from 
the one as to whether he has made excessive profits. 


CoNcLUSION 


The Renegotiation Act is a war-time measure which is being administered by 
persons experienced in business and industry who have no desire to see it develop 
into a permanent part of the federal statutes. As long as the war lasts and the act 
stands, the recapture of excessive profits from war production will be an essential 
part of the task imposed upon the Price Adjustment Boards. The real success of 
the Act lies, however, in the utilization of the data supplied them by contractors 
to secure more reasonable prices on future contracts. That the Act is accomplish- 
ing this purpose both procurement officers and contractors are in a position to bear 
witness. It seems highly probable that refunds of excessive profits based on 1943 
business will be required of a smaller number of contractors than was the case 
with respect to 1942 business. As for the war production of 1944, the problem of 
renegotiation should be greatly simplified. This does not mean that it will be un- 
necessary to require contractors to continue to furnish the Boards with financial 
data of the types heretofore requested, although much of the information needed 
in connection with their first renegotiations they will not have to supply for sub- 
sequent ones. It does mean that such data will reveal no excessive profits on wat 
business in an increasing number of cases because procurement officers are so bene- 
fitting from the work of the Price Adjustment Boards that they are now able to 
secure prices on prime contracts and to bring about reductions in prices of subcon- 
tractors which are much less likely to yield excessive profits than those negotiated 
during the early days of the defense and subsequent war program. 




















ADMINISTRATIVE MACHINERY AND PROCEDURES 
FOR RENEGOTIATION 


Lr. Cor. Paut B. Boyp* 


ADMINISTRATIVE AUTHORITY AND DELEGATIONT 


The Renegotiation Act,’ effective April 28, 1942, as originally enacted, author- 
ized and directed the Secretary of War, the Secretary of the Navy, and the Chair- 
man of the Maritime Commission, whenever in their opinion excessive profits have 
been realized, or are likely to be realized, from contracts with those agencies or 
from any subcontract thereunder, to require the contractor or subcontractor to 
renegotiate the contract price, with some exceptions. Provision was also made for 
withholding and recovering payments, for the insertion of renegotiation clauses in 
contracts, exclusion of certain costs, and related matters. Subsequently, the scope 
of the statute was broadened to include contracts and subcontracts of other agencies* 
procuring war materiel and services: the War Shipping Administration (by Execu- 
tive Order of September 16, 1942); the Treasury Department (by Revenue Act of 
1942, October 21, 1942); four subsidiaries of Reconstruction Finance Corporation, 
namely, Defense Plant Corporation, Metals Reserve Company, Defense Supplies 
Corporation, and Rubber Reserve Company (amendment of July 1, 1943). Rene- 
gotiation of contracts or subcontracts of the Treasury Department and these other 
Governmental Agencies was made retroactive to April 28, 1942. The authority for 
renegotiation and redelegation was accordingly conferred on the War Shipping 
Administrator, the Secretary of the Treasury, and Board of Directors of each of 
the four Reconstruction Finance Corporation subsidiaries. 

*B.S.C., 1929, University of North Dakota. Member, War Department Price Adjustment Board. 
Lt. Colonel, General Staff Corps, A.U.S., graduate Command and General Staff School, Fort Leaven- 
worth, Kansas. Former Executive Vice-President, Jewel Tea Co., Inc., Barrington, Illinois. 

{While this article was in process of revision, the pending Revenue Bill of 1943 was introduced in 
Congress (Nov. 18, 1943), passed by the House, amended in Senate Committee, not yet introduced on 
Senate floor. The Bill, especially as amended by the Senate Finance Committee, contains provisions sub- 
stantially affecting renegotiation in many respects. With respect to its possible effect upon renegotiation 
machinery and procedures, however, it is believed that its provisions are not such as to warrant specific 
discussion in this article. For a general discussion of the pending Bill the reader is referred to the 
concluding article in this symposium by Jules Abels. [Eb.] 

*56 Star. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942). The original Act, Sec. 403 of the Sixth 
Supplemental National Defense Appropriations Act, 1942, approved April 28, 1942, has been since 
amended by: 56 Star. 798, 982, 50 U. S. C. A. §1191 (Supp. July 1943, Appendix) (Sec. 801 of the 
Revenue Act of 1942, approved October 21, 1942); Pub. L. No. 108, 78th Cong., 1st Sess. (July 1, 1943) 


(Sec. 1 of the Military Appropriations Act, 1944); Pub. L. No. 149, 78th Cong., 1st Sess. (July 14, 1943). 
® Supra note 1. . 
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In conformance with the authority granted under the Act, as amended, delega- 
tions of authority were made for the proper administration of renegotiation. The 
Secretary of War has delegated all the authority and discretion conferred upon 
him under the Act to the Under Secretary of War. Reserving to himself the right 
to approve personally all unilateral determinations and to approve revisions in the 
policies, principles and procedures established for renegotiation, the Under Sec- 
retary has delegated all other authority and discretion conferred upon him to the 
Commanding General, Army Service Forces, for the administration of ee 
tion within his command. 

The Commanding General, Army Service Forces, has created the Renegotiation 
Division to function under the Director of Materiel and has established within the 
Division the War Department Price Adjustment Board to serve in an advisory 
capacity to the Director of the Division. He has conferred all powers delegated 
to him under the statute to the Chairman of the Board, who serves also as Director 
of the Renegotiation Division. The Under Secretary conferred upon the Com- 
manding General, Army Air Forces, authority for the administration and conduct 
of renegotiation within his command and directly delegated to the Chairman of 
the Board the responsibility for formulating policies and procedures for renegotia- 
tion in the Army Air Forces. 

In accordance with these delegations of authority, the Commanding General, 
Army Service Forces, and Commanding General, Army Air Forces, have author- 
ized and directed the Chief of the Army Technical Services and Assistant Chief 
of the Air Staff, Materiel, Maintenance and Distribution, to organize the necessary 
Price Adjustment Sections for the conduct of renegotiation with contractors assigned 
to their commands. Authority has also been delegated to commanding generals of 
the United States Armed Forces in Alaska and outside the continental United 
States to conduct renegotiation with respect to contracts entered into pursuant to 
their respective authorities or assigned to them for administration. 

The Secretary of Navy has conferred his authority for renegotiation on the 
Under Secretary of Navy who in turn has created the Navy Department Price 
Adjustment Board. In like manner Price Adjustment Boards have been created 
by the Chairman of the Maritime Commission, Secretary of the Treasury, and War 
Shipping Administrator. One board, called the Reconstruction Finance Corpora- 
tion Price Adjustment Board, has been established by the Boards of Directors of 
the Defense Plant Corporation, Metals Reserve Company, Defense Supplies Cor- 
poration and Rubber Reserve Company. 


GENERAL ADMINISTRATIVE MACHINERY 


War Department 


Renegotiation Division and Price Adjustment Board. By means of delegations 
of authority from the Under Secretary of War through the Commanding General, 
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Army Service Forces, for the Army Service Forces, and directly for the Army Air 
Forces, substantially all the authority conferred upon the Secretary of War under 
the Act has been delegated to the Chairman of the War Department Price Adjust- 
ment Board. The Chairman, accordingly, has been given full power to execute 
all voluntary agreements without review by higher administrative authority, while 
the right to approve personally all unilateral determinations and to revise the prin- 
ciples, policies and procedures for renegotiation is reserved to the Under Secretary 
of War. 

The Chairman of the War Department Price Adjustment Board, subject to the 
limitations above set forth, has also been empowered to establish the policies, prin- 
ciples and procedures to be followed in renegotiation, assist the Technical Services 
and Army Air Forces in the organization of personnel and conduct of renegotia- 
tion, to review agreements and settlements concluded in the War Department and 
to exercise these powers through any designated member of the Board or through 
the staff of the Renegotiation Division. 

As the result of these delegations, the War Department Price Adjustment Board, 
as the supervisory and coordinating agency for renegotiation within the War De- 
partment, functions through the Renegotiation Division in establishing, with the 
approval of the Under Secretary of War, principles, policies and procedures for 
renegotiation, in assigning cases to and assisting the Technical Services and Army 
Air Forces in their conduct of renegotiation, in the renegotiation of impasse cases 
and in the direct renegotiation of any company where unusual matters of policy, 
size of company or volume of contracts make such action advisable. 

In the performance of these functions, the Renegotiation Division has been 
organized into the following Branches: Administrative and Control, Assignments, 
Renegotiation, Field Operations, Settlement, and Technical Information. 

The Administrative and Control Branch has the responsibility for routine opera- 
tion in the performance of the Division’s functions and for evaluating the organ- 
ization, methods and procedures of the Division. In addition, this Branch has 
charge of both military and civilian personnel, correlates the renegotiation activities 
of the various elements in the War Department, maintains statistical records and 
supervises the codification and dissemination of policies and procedures adopted. 

With the consent of all the Governmental Departments and Agencies having 
renegotiation authority, the Assignment Branch of the Division is also known as 
the Departmental Assignment Board and handles assignments of all renegotiation 
cases among the renegotiation agencies. Functioning through three sections, the 
Examination, Assignments and Classification Sections, the duties of this Branch 
are to originate and stimulate the reporting of names of contractors subject to 
renegotiation, to examine available information for the purpose of either assigning 
contractors and subcontractors for renegotiation or screening out cases where ex- 
cessive profits obviously do not exist, to classify contractors according to their prod- 
ucts or services for assignment and to assign the contractors to the appropriate 
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Price Adjustment Board, and within the War Department to the appropriate 
Technical Service or to the Army Air Forces. 

Functions of the Renegotiation Branch of the Division are to assume respon- 
sibility for and promptly to conduct and complete renegotiation with the officers 
and representatives of the contracting companies assigned to the Renegotiation 
Division, recommending settlements in connection with these renegotiations. 

The Field Operations Branch evaluates and checks the renegotiation activities 
of the Technical Services and Army Air Forces as to organization, procedure and 
personnel and assists the field sections in obtaining and training competent staffs, 

The Settlement Branch of the Division has three sections devoted to final review 
and completion of renegotiation cases. The Financial Review Section has the 
duties of reviewing the financial aspects of all settlement agreements to determine 
their fairness, consistency with agreements in similar cases and their conformity 
to Board approved policies and procedures, and of recommending action thereon 
to the Chief of the Division and Board. The duties of the Legal Review Section 
of the Settlement Branch are to secure approval and execution of agreements em- 
bodying settlements by the Board, supervise the Financial Review Section and to 
secure approval by the Board of all agreements reached by the Renegotiation 
Division and recommended by the other Departments and Services. The Processing 
Section functions to secure execution on behalf of the Government of agreements 
receiving Board approval and to distribute to the proper parties executed and con- 
formed copies of all such agreements. 

The Technical Information Division establishes and maintains relations with 
the press, publications and trade associations for the dissemination of information 
concerning renegotiation and the policies and procedures related thereto, clears pre- 
pared papers or speeches through appropriate channels, encourages and develops 
opportunities for the public discussion of renegotiation by members of the Board 
and of Price Adjustment Sections of the Services. 

The War Department Renegotiation Division and Price Adjustment Board are 
located in the Pentagon building in Washington. As of September 13, 1943, the 
total personnel was 175 and of this number 109 were stenographers and clerical 
assistants. Of the remaining staff of 66 specialists, there were 23 Board members, 
administrative officers and chiefs of divisions, 15 negotiators and corporate analysts, 
5 handling legal matters, 5 cost analysts and statisticians and 18 specialists in mis- 
cellaneous categories. Forty-eight Division members were military officers and the 
remainder were civilian personnel. 

Members of the Board are appointed by the Commanding General, Army Serv- 
ice Forces, with the approval of the Under Secretary of War and include the 
Chairman of the Board, the Vice Chairman, serving as Acting Chairman in the ab- 
sence of the Chairman, two staff members of the Renegotiation Division, and a 
representative of the Chairman of the War Production Board. A member of the 
Navy Department Price Adjustment Board sits with the War Department Board. 
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The members of the Board are business men with a long record of successful 
business experience. The various technical members of the staff have been chosen 
with regard for their particular qualifications and their past record in business. It 
is noteworthy that these technical representatives, which is also generally the case 
with the Price Adjustment personnel in the other Departments, in the Technical 
Services and in the Army Air Forces, are without exception from private business, 
considering their renegotiation work as a patriotic contribution during the present 
emergency and desiring to return to their private business activities when the work 
is completed. 

Price Adjustment Sections. In accordance with the powers delegated to him, 
the Commanding General, Army Service Forces, redelegated to the Chief of each 
Technical Service the authority to create, with the advice of the Price Adjustment 
Board, the necessary Price Adjustment Sections to conduct the renegotiation of 
contractors assigned to each respective Service. Similar powers were conferred 
upon the Assistant Chief of the Air Staff, Materiel, Maintenance and Distribution, 
for the Army Air Forces, with respect to cases coming under its jurisdiction. 

Accordingly there has been established a Price Adjustment Section in each of 
the Technical Services of the Army Service Forces and in the Army Air Forces. 
The Army Service Forces has Sections in the technical services of Chemical War- 
fare, Engineers, Ordnance, Quartermaster, Signal Corps, Surgeon General, and 
Transportation. With the exception of the Price Adjustment Section of Chemical 
Warfare, located in Baltimore, the main Sections of the other Technical Services 
are located in Washington. Headquarters for renegotiation in the Army Air 
Forces is shared by Washington and Wright Field, Dayton, Ohio. Wherever 
required, District Price Adjustment Sections have been established by the Services 
and the Army Air Forces at procurement centers, and this decentralization allows 
renegotiation to be conducted close to the location of the company involved. 

The Price Adjustment Sections are required to observe the principles, policies 
and procedures prescribed by the Board, to establish and maintain appropriate 
procedures to assure uniformity of approach and result and to preserve adequate 
records showing the basis for settlement and the factors considered in determining 
the existence or non-existence of excessive profits. The basic principles and policies 
have been set forth in a joint statement of the War, Navy and Treasury Depart- 
ments and Maritime Commission published on March 31, 1943. The War Depart- 
ment Manual for Renegotiation® embracing this information as well as detailed 
instructions on all matters relating to organization procedures and policies, has been 
available since August 15, 1943, for the guidance of the Sections. While the con- 
duct of renegotiation conforms generally to the patterns and standards prescribed, 
the machinery and procedures developed have necessarily been adapted to the 
peculiar needs and conditions existing in each Service. 


* While this Manual has been reserved for the internal use of the agencies engaged in renegotiation, 
it is anticipated that the new Joint Renegotiation Manual will be available to war contractors and the 
public in the near future. 
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Authority has been delegated to the Chief of each Service to execute renegotia- 
tion agreements for all the Departments, without further review or approval, where 
a contractor’s total sales, both renegotiable and non-renegotiable, do not exceed 
$10,000,000 for the fiscal year under review. The Chief of each Service may 
delegate within his organization similar authority to conclude agreements where 
total sales are not over $5,000,000. All other agreements reached are subject to 
review by the Board and approval by the Under Secretary of War on behalf of the 
Government. 

On September 13, 1943, the personnel of the Price Adjustment Sections in both 
the Army Service Forces and Army Air Forces totaled 1,644, with 950 serving as 
technical specialists and the balance of 694 as clerical aids. The technical staff 
embraced 156 in the category of local board members and chiefs of offices and 
sections, 312 negotiators and corporate analysts, 35 performing legal functions, 356 
cost analysts and statisticians and 91 financial reviewers and other specialists. Mili- 
tary personnel comprised 224 and civilian personnel 1,420 of the entire force. 

Before continuing with a discussion of the particular machinery and procedures 
within the different Departments, Agencies, and Services, a broad survey of general 
procedures is indicated at this point. 


GENERAL ProcepureEs* 


Assignment 


All assignments for renegotiation, on behalf of all the interested Departments, 
are made by the Clearance and Assignment Officer of the Departmental Price Ad- 
justment Boards operating through the medium of the Assignment Branch of the 
Renegotiating Division of the War Department. The policy, as far as practicable, 
is to assign all contractors producing the same or similar products to the same 
Department or Service. Accordingly a particular contractor will ordinarily be 
assigned to the Department or Service having the principal interest in the type 
of products and services furnished by the contractor even though that Department 
or Service may not have a predominant interest in the contracts being currently 
performed by the particular contractor. 

A contractor must be officially assigned by this Branch before renegotiation of 
his excessive profits may be initiated. Any Department or Service may request 
immediate assignment of any case without assembling preliminary information 
whenever it deems such action necessary or appropriate. The Services are required 
to secure information from their contracting officers as an aid to the Assignment 
Branch in recommending contractors for renegotiation, especially in cases where 
scandalous conditions exist, where practices exist which might be a discredit to the 
War Department or the contractor, where profits reflect high costs by comparative 
standards, and where excessive profits are known to exist. 


“This discussion is devoted primarily to the procedures generally followed in the War Department's 
renegotiation. 
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It is the duty of the Assignment Branch, on behalf of all the Departments and 
Services, to identify companies which may be subject to renegotiation. For this 
purpose information is obtained from all available sources. Under authority con- 
ferred by the Renegotiation Act, and by arrangement with the Bureau of Internal 
Revenue, summary transcripts of income tax returns, containing pertinent informa- 
tion relating to sales, profits and renegotiable business, are made available to this 
Branch for review. 

Where it appears that excessive profits may have been realized, the form letter 
of preliminary inquiry, requesting information necessary to determine whether or 
not assignment should be made, is forwarded to the company.** Accompanying this 
letter is the appropriate report form for either a supply or construction contractor, 
a copy of the statute and a statement of non-applicability under the act for use 
wherever justified. Upon return of this information, the facts of the case are re- 
viewed independently by two analysts, one of whom is usually a representative of 
the Department to which the contractor would ordinarily be assigned. Where 
renegotiation is in order, the case is immediately assigned to the proper Depart- 
ment or Service. Assignment is made without recourse to the letter of preliminary 
inquiry where available information clearly indicates the necessity for renegotiation 
and the particular agency to handle the proceedings. 

Assignment of a case to a particular Department or Service is final for the fiscal 
year under review, unless subsequent developments indicate the advisability or 
necessity of reassignment to another Department or Service or the cancellation of 
the assignment. In general, no reassignment is made after conferences with the 
company have commenced. Ordinarily the Board authorizes reassignment of a 


“® The information requested of a supply contractor in anticipation of the renegotiation of his 1942 
business included complete financial data (balance sheets and related income and surplus statements, 
including available detailed audit reports of his independent public accountants) for his fiscal years 
1941 and 1942 and the elapsed portion of 1943; the nature of his prewar business, the extent and date 
of conversion to war work and a description of peacetime and wartime products; affiliation with other 
concerns, including names and addresses of affiliates, volume and extent of affiliation or relationship, 
character of affiliates’ business and an expression of opinion regarding the desirability of treating 
the contractor and his affiliates on a consolidated basis for purposes of overall renegotiation; a segrega- 
tion of sales between renegotiable and non-renegotiable business and a further analysis of renegotiable 
sales into direct (based on prime contracts or purchase orders) and indirect (based on subcontracts, 
purchase orders, etc.); an estimate of the percentage of total renegotiable business (both direct and 
indirect) ultimately billed to each of the Departments and Army services; compensation in excess of 
$10,000 paid to officers and employees during 1940 and subsequently; government assistance at the 
end of the latest complete fiscal year, including “V” Loans and facilities furnished or financed by the 
Government; a reconciliation of financial data submitted with those reported for Federal tax purposes, 
and an explanation of charges for post-war conversion, inventory shrinkage or other contingencies. 

Construction contractors were requested to furnish less of the overall financial data asked of supply 
contractors but more specific contract information, such as the contract number of each contract and 
subcontract; the type of each contract (advertised or negotiated; lump sum, unit price or cost-plus-a-fixed- 
fee; prime or subcontract; architect-engineer, construction or combination); the name of the Depart- 
ment or Agency with which each prime contract was made; the name of the prime contractor and 
Department or Agency with which each subcontract was made; contract price, including amendments, 
and for cost-plus-a-fixed-fee contracts, a separation of the price into estimated cost, fee and final cost; 
a brief description of the nature and location of the work; the approximate per cent of work sub- 
contracted to others; and a classified summary of profit and loss on all contracts and subcontracts com- 
pleted during the latest complete fiscal year. 
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case if it appears that the contractor should be renegotiated concurrently or on a 
consolidated basis with another contractor already assigned to another Department 
or Service or if the nature of its products or its corporate relationships or similar 
considerations so require. The Board will cancel an assignment where a contractor 
is exempt under the act or where it clearly appears that excessive profits have not 


been realized. 
Renegotiation 


While cases may be assigned directly to the War Department Price Adjustment 
Board for renegotiation, the great majority of War Department renegotiations are 
handled by the Price Adjustment Sections of the Technical Services and Army 
Air Forces. The Services generally follow identical patterns of procedure in con- 
ducting renegotiations. 

The initial step in renegotiation proceedings is the assignment of a case to a 
Section of one of the Services, and with the reassignment of the case to a negotiator 
in the Section for handling. As far as possible, a negotiator is assigned contractors 
engaged in similar industries or types of production in order to allow him to become 
specialized in a given field. A negotiator is not assigned a company in which he 
is directly or indirectly interested. 

The original assignment from the Board indicates the other Departments or 
Services which are interested and which have been notified of the assignment, and 
it is the duty of the negotiator to advise any other Department or Service which is 
later found to have an interest in the case. As agreements made by a Department 
or Service with a contractor assigned to it are binding upon all other Departments 
and Services, representatives of any interested Department or Service may confer 
with the negotiator and acquaint him with all information necessary to a proper 
determination in the case. Unless specifically requested, however, no other Service 
or Department is obligated to furnish information, and similarly the negotiator is 
not obliged to furnish notice of meetings or other information to an interested 
Department or Service, except in the case of the Navy Department which has 
requested the renegotiating Service to submit copies of the minutes of all meetings 
relating to a case in which it has an interest. 

The negotiator is responsible for the conduct of renegotiation proceedings and 
is assisted by a cost analyst. The cost analyst is responsible for assembling and 
checking the accounting information required and for advising on the technical 
financial matters involved in the renegotiation. Necessary information may be 
obtained by correspondence, conference, visit to the contractor’s office or other avail- 
able method. There is now available the Contractor’s Information Form for the 
convenience and guidance of the contractor in furnishing the desired information. 

It is the policy to collect all possible information prior to the first meeting with 
the contractor so that actual meetings may be devoted to evaluating these data. 
In this way an agreement may be reached with the minimum of delay and incon- 
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venience to the contractor. In assembling and preparing the information every 
effort is made to prevent duplication of work and delay. Reports of independent 
public accountants are obtained wherever available and the cost analyst refrains 
from auditing the contractor’s books or examining in detail the methods of segre- 
gating renegotiable sales unless exceptional conditions require this action. All 
information is prepared for the dual purpose of conducting the renegotiation and 
of providing material, upon request, to aid procurement officers in establishing 
sound contract prices. 

Meetings with contractors are ordinarily held in the office of the Section con- 
ducting the renegotiation and are attended by at least two Government represent- 
atives, including the negotiator and cost analyst. Whenever personnel allows, 
panels for handling conferences are established. While an interested Department 
or Service may have a representative present, every effort is made to hold down 
the number of Government representatives at any meeting and usually only the 
negotiating Service is represented. 

At the first meeting with the contractor, the negotiator explains the objects of 
the renegotiation statute and its underlying philosophy and policies. If the neces- 
sary information has not already been obtained, the negotiator explains what addi- 
tional data are required and stresses the value of submitting the information 
promptly and in good order to simplify and expedite the renegotiation procedure. 
Following the first conference the negotiator prepares the minutes of the meeting 
and the cost analyst, if he has not already done so, submits his report in conform- 
ance with a prescribed form. Subsequent meetings, if necessary, in the pattern 
outlined above, are conducted in an effort to evaluate all aspects of the case and 
arrive at an agreement as to the amount, if any, of excessive profits involved. Field 
Sections operate in similar manner and maintain constant contact with the main 
Section offices both for the assistance that may be rendered and for the purpose 
of achieving uniformity in result. 


Agreements 


Subsection (c)(4) of the Act provides that the proper authority may make final 
or other agreements with a contractor for the elimination of excessive profits and 
for the discharge of any liability thereunder, and provides that any such agreement 
shall be final and conclusive according to its terms. There are three general types 
of agreements: the interim agreement, the final agreement and the clearance notice. 

Interim agreements are used when there is a temporary adjustment pending 
further consideration of the information submitted or to be submitted and where 
it is contemplated that there will be further renegotiations before a final settlement 
is reached. Such an agreement may be in any form provided it states that the 
agreement is not final, does not prejudice subsequent determination in the case, 
and that no amount previously paid to the Government as a result of any renegotia- 
tion shall be refunded as the result of any subsequent renegotiation. 
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Final agreements are used to provide for clearance from liability under the act 
whenever a contractor has negotiated in good faith for a specified period and agreed 
to eliminate excessive profits for that period. Such agreements must be related to 
the statute and follow the general structure of the standard form of agreement. 
Two forms are available, one to be used when the fiscal year under review has 
closed and actual figures are available and the other where the year is still under 
review and actual figures are not yet available. These final agreements are subject 
to reopening by the Under Secretary of War only in the case of fraud or in the 
event that actual figures are at material variance with estimated figures which may 
have been used. 

The final agreement contains a complete statement of all important factors in- 
volved in the settlement including the amount agreed upon as representing the 
aggregate excessive profits realized or likely to be realized from the contracts or 
subcontracts for the fiscal period under review, specific information concerning the 
contracts or subcontracts affected showing the price reductions called for under 
future deliveries, a full description of the dates and amounts and method of pay- 
ment of all cash refunds, and if relating to a past period for which Federal tax 
returns have been filed, a statement of the tax credit to which the contractor is 
entitled under Section 3806 of the Internal Revenue Code. 

Clearance notices follow two standard forms, one to be used when the contracts 
of the Reconstruction Finance subsidiaries are included in the renegotiable busi- 
ness considered and the other in all cases in which the determination is made prior 
to the inclusion of these contracts. 

All agreements are signed on behalf of the contractor by the owner, a partner 
or an authorized officer and in the case of a corporation are accompanied by an 
attested copy of a resolution of the Board of Directors authorizing its execution. 
Dependent upon the signing authority as delegated, the agreement or clearance 
notice will be approved and executed on behalf of the Government by the Service 
which conducted the renegotiation or submitted to the Board for approval and for 
execution by or on behalf of the Under Secretary of War, acting for all the inter- 
ested Departments and Agencies of the Government. 

In addition to the preparation of the formal agreement or clearance notice, it 
is required that each Section prepare also a report of settlement explaining and 
justifying the terms of the settlement and containing sufficient information to pro- 
vide both a basis for approval by the authorities whose approval is required and 
a permanent record for future justification of the decision reached. There are two 
standard forms, the short form used in case of clearances and where excessive 
profits agreed upon do not exceed a certain stipulated and relatively low percent- 
age return on volume of renegotiable business and the long form used in all other 
cases. Each standard report is divided into two parts consisting of a narrative 
summary in topical form and financial data in tabular form, with the narrative 
portion developing all general information relating to the background of the case, 
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business of the contractor, price and production record, governmental financial 
assistance, and including a clear, factual and comprehensive statement of all im- 
portant financial matters, and the recommendations with respect to the amount, 
basis and functioning of the settlement. 

Upon the approval and execution of renegotiation agreements, a definite pattern 
of procedure is followed in administering the terms of the agreements. In both 
cases when a Service has conducted renegotiations and concluded the agreement 
and where the Board has performed these functions, the administration of the 
agreement is handled by the Fiscal Branch of the Service having the predominance 
of interest in the case. It is the duty of the Fiscal Branch to verify compliance by 
the contractor with all the provisions of the agreement and to see that all required 
payments are made. All checks submitted by the contractor in payment of refunds 
are forwarded to the nearest Fiscal Office involved, which in turn covers the pay- 
ment immediately into the Treasury as Miscellaneous Receipts for credit to the 
account of “Excessive Profits on Renegotiation.” 


Refunds and Price Reductions 


The act authorizes the elimination of any excessive profits realized or likely to 
be realized by reductions in the contract price, by withholding from amounts other- 
wise due to the contractor or subcontractor any amount of such excessive profits, 
by directing a contractor to withhold such amounts from the subcontractor, and 
by recovery from the contractor or subcontractor, through repayment, credit or suit, 
of excessive profits actually paid to him. 

In renegotiation for a prior fiscal period the elimination of excessive profits 
will usually be made in the form of a refund, and this refund may be made by the 
contractor in a single payment or in installments. Ordinarily, when excessive profits 
are eliminated by installment payments, the final installment must be made not 
later than the end of the fiscal year following that to which the renegotiation relates 
and the installments must be arranged so that total payments required prior to each 
quarterly tax payment date are at least equal to the Federal income and excess 
profits taxes which would have been paid on the excessive profits eliminated. In 
cases of undue hardship, certain exceptions may be permitted for limited extensions 
of time. 

Whenever statutory renegotiation for a past period reveals that the contractor’s 
current prices are yielding excessive profits, it is the obligation of the interested 
Price Adjustment Section to obtain or provide for price reductions on future de- 
liveries under the renegotiated contracts and subcontracts. Only in this manner 
can the renegotiating agency complete its duty in eliminating profits likely to be 
realized. Determination of the price reductions to be made are dependent upon the 
same factors in the main as were originally considered in the renegotiation dealings. 

Various methods are used in effecting price reductions on future deliveries. 
Where a relatively few large contracts represent a substantial portion of the con- 
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tractor’s business and these contracts are with the Service conducting the renegotia- 
tion, the unit prices may be reduced directly in the renegotiation proceedings, and 
provided for in the agreement. In the case where a relatively small number of 
products make up a predominant portion of a contractor’s business, the prices of 
the products may be adjusted to a fair basis and the facts included in the renegotia- 
tion agreement. 

Where it is not feasible to adjust the individual unit price, a flat percentage 
reduction on all renegotiable sales may be required or the contractor may be obliged 
to agree to make reductions on outstanding contracts in a minimum dollar amount. 
Where it is necessary to close a renegotiation promptly and time does not permit 
the proper determination of price reductions, the renegotiation agreement may pro- 
vide that the contractor agrees promptly to investigate the costs involved and as 
rapidly as practicable effect appropriate price reductions. Actual adjustment in 
the contract prices currently is required and failure to comply is taken into con- 
sideration in subsequent renegotiations. 

In effecting price reductions, consideration is given to the contractor’s state- 
ments and estimates on the costs involved, to all available information obtained 
through renegotiation or otherwise and to the recommendations and facts presented 
by the procurement staff. Provisions in the agreement for reductions in prices must 
state clearly that such action does not serve as a clearance for those prices or to 
preclude subsequent renegotiation of the contract prices. 


Impasse 


Refusal to Submit Information. ‘Two possible situations may interfere with 
renegotiation procedure. Either a contractor may refuse to submit the required 
information or be unwilling to agree to a settlement considered fair by those con- 
ducting the renegotiation. In covering the first situation, the Renegotiation Act 
provides that the services of the Bureau of Internal Revenue shall be available for 
the purposes of making examinations and determinations with respect to excessive 
profits and further that the Secretary of each Department shall have the right to 
demand of any contractor who holds contracts subject to renegotiation, under 
penalty of law, statements of actual costs of production and such other financial 
information as may be required. Title XIII of the Second War Powers Act, 1942, 
also gives the Government the right to inspect and audit the books of any con- 
tractor holding an order placed in furtherance of the war effort. 

Unilateral Determination. Subsection (a)(3) of the Renegotiation Act provides 
that the term “renegotiation” includes the refixing of the contract price by the 
Secretary of the interested Department. Giving recognition to cases where con- 
tractors may seek to postpone or delay renegotiation in the expectation and hope of 
relief from Congress, the Under Secretaries of War and Navy in a joint statement 
of July 23, 1943, stated that the several Departments, being under obligation to 
continue renegotiation under existing law, should refer such cases immediately to 
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the Under Secretary of War or Navy for final determination of excessive profits 
realized or likely to be realized by the contractor under his contracts. 

If, after reasonable effort, the Service is unable to obtain an agreement by the 
contractor to a settlement considered fair by the Service, the impasse case is sub- 
mitted promptly to the War Department Price Adjustment Board. If the Board 
is unable to come to an agreement with the contractor, the case is finally referred 
to the Under Secretary of War for appropriate action under the Act. 

In the event of the necessity for a unilateral determination, the Under Secretary 
first makes a final determination of the amount of excessive profits for the fiscal 
year involved; secondly, may make such supplemental audits and investigations as 
might be required to afford a basis for final determination of the amount of the 
excessive profits realized since that time; thirdly, may effect a reduction of prices 
on all outstanding continuing contracts to the extent necessary to eliminate exces- 
sive profits likely to be realized in the future; and finally may recover any exces- 
sive profits determined to have been realized by withholding sums due on his 
prime contracts and, if the situation called for such action, may direct his prime 
contractors to withhold sums due on their subcontracts until all excessive profits 
had been eliminated. 

The War Department has taken the position that it will employ every author- 
ized method of eliminating excessive profits. The contractor, subjected to a uni- 
lateral determination, is entitled to obtain a judicial review of the War Department’s 
action, if he wishes to do so, by suing for the recovery of any amounts withheld. 

Right of Review. While it is clear that a contractor or subcontractor who con- 
cludes a voluntary agreement based upon renegotiation does not have access to the 
courts for relief, it is equally clear that a contractor or subcontractor subject to a 
unilateral determination in a renegotiation settlement does have a right to judicial 
review. 

The statutory history of the Renegotiation Act shows that such judicial review 
was contemplated. Section 403(c)(3) of the statute, as originally introduced into 
the Senate, prohibited suits to recover from the United States any amount with- 
held from a contractor in renegotiation. As a result of objections raised, no such 
provision became law. The Congressional Record reveals that the lawmakers con- 
sidered such a provision unfair. 

Controlling judicial principles and decisions are authority for the right to judicial 
review in the event of a unilateral determination. The right of judicial review 
does not rest upon any prescribed statutory grant. As a consequence of these fac- 
tors, it is clear that Congress intended to permit judicial review with respect to 
unilateral determinations under the statute and that under well-settled principles 
of law a right to such review exists.° 


588 Conc. Rec., April 23, 1943, at 3765-6. 
°A concise legal brief in support of the conclusion that “it cannot be disputed, first, that Congress 
intended to accord judicial review under the renegotiation statute, and second, that under well-settled 
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Coordination 


Ever since the passage of the Renegotiation Act, there has been a deliberate and 
concerted effort to coordinate the policies and procedures of renegotiation between 
and within the different interested agencies, of which the recent establishment of 
the Joint Price Adjustment Board was the logical culminating development. Even 
before this development, the Price Adjustment Boards of the various agencies have 
acted in the formulation of policies and procedures in renegotiation and price ad- 
justment in close relationship with the boards of the other representative agencies, 
to the end that a consistent approach and a consistent uniformity in renegotiation 
might be maintained. Although there was naturally at the outset some divergence in 
the policies of the Boards, the elements of difference have in every important respect 
been fully reconciled. The Boards are now operating under the declaration of 
Purposes, Principles, Policies and Interpretations embodied in a joint statement, 
published March 31, 1943, of the War, Navy and Treasury Departments and Mari- 
time Commission, and in conformance with the War Department Manual for Re- 
negotiation issued on August 15, 1943. 

Even before the creation of the Joint Board, uniformity among the Boards was 
maintained through a constant liaison and through joint meetings of the chairmen 
of the Boards, and of the Under Secretaries of War and Navy with representatives 
of the Price Adjustment Boards, by attendance at meetings of each of the Depart- 
mental Boards of the representative of the Chairman of the War Production Board 
as coordinating member at the meetings of each of the Boards and by the usual 
attendance of a member of the Navy Board at the meetings of the War Department 
Board. 

Under date of September 24, 1943, a Joint Price Adjustment Board was created 
by joint action of the Secretaries to which they delegated authority and discretion as 
follows: 

(a) To formulate and adopt statements of purposes, principles, policies, and inter- 
pretations under the statute which shall be binding on the Departments. 

(b) To define, interpret and apply by joint regulation the exemption specified by the 
statute relating to the product of a mine, oil or gas well or other mineral or natural 
deposit or timber. 

(c) To exempt from some or all of the provisions of the statute general classes or 
types of contracts, and to formulate standards for the exemption of such contracts. 

(d) To determine whether any contractor shall be required to renegotiate for any 
fiscal period the contract price under some or all of his contracts subject to renegotiation 
under the statute. 

(e) To assign any contractor to any Department for determination whether excessive 
profits have been or are likely to be realized from some or all of its contracts subject to 
renegotiation under the statute. 

(£) To prescribe by joint regulation the form and details of the financial statements 
contractors may file, and the form, time and manner of giving the notice to which they 


principles of law a right to judicial review exists under such statute,” see Hearings before the Com- 
mittee on Naval Affairs pursuant to H. Res. 30, 78th Cong., 1st Sess. (1943) Vol. 2, pp. 1039-1043. 
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are entitled, in order to commence the running of the period of limitation after which 
its contracts cannot be renegotiated. 


The Joint Board thus created is composed of the Chairmen of the Price Adjust- 
ment Boards of the War, Navy, and Treasury Departments, the Maritime Com- 
mission and the Reconstruction Finance Corporation together with a representative 
of the Chairman of the War Production Board. The establishment of the Joint 
Board provided a formal procedure in place of the informal cooperation which 
had been maintained between the several Price Adjustment Boards and the Sec- 
retaries in such matters. 


Uniformity of approach by the Departments and by various Services and Dis- 
trict Boards is fostered and maintained in numerous other ways. Occasional coor- 
dination meetings are conducted by the War Department Price Adjustment Board 
at which all of the Army Technical Services and Army Air Forces are represented. 
Problems are there discussed, and the Services are kept informed of any new 
developments in matter of policy or procedure. In turn, the Services communicate 
to the District Boards all matters which may have any substantial bearing upon 
the conduct of renegotiation. The War Department Price Adjustment Board from 
time to time furnishes to the Services instructions and informative material helpful 
in maintaining uniformity, and the Field Operations Branch of the Renegotiation 
Division operates to evaluate and check the renegotiation activities of the Technical 
Services and Army Air Forces as to organization, procedures and personnel and 
assists the field sections in obtaining and training competent staffs. Members of 
the Board and of the Staff visit the various District Boards and Sections, while 
representatives or members of District Boards and Sections likewise frequently con- 
fer with the representatives of the War Department Board. 

Periodically, every two or three months, there have been held in different cities 
joint three-day conferences attended by representatives of all the Departmental 
Boards and by members of the Price Adjustment Sections of the Army Service 
Forces and of the Army Air Forces and by Board and Staff members of the Dis- 
trict Price Adjustment Boards of the Services and of the Army Air Forces. At 
these meetings price adjustment problems were discussed, illustrative renegotiations 
conducted, and every means taken to make uniform the understanding and appli- 
cation of the principles and basis of approach in renegotiation among all of those 
engaged in the administration of the law. A complete record has been taken of 
important portions of the proceedings and copies distributed to all of the personnel 
engaged in the work of renegotiation. 

Uniformity has likewise been maintained in War Department renegotiations 
through the review of all War Department cases by the Settlement Branch of the 
War Department Renegotiation Division. Every case, whether or not within the 
scope of the delegation of authority to the Services, is reviewed both by the Finan- 
cial Review Section and by the Legal Review Section of the Settlement Branch. 
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An analysis and report of each case is made to the Board and consideration is 
given to any unusual circumstance or to any departure from established policies, 
If the settlement is not in absolute accord with the policies of the Board, the case, 
unless within the scope of the delegation of final authority to the Services, is either 
sent back to the Services for further action or the Board itself may assume juris- 
diction to complete the renegotiation. Such action may be taken irrespective of 
whether it will result in a larger or a smaller recovery, as the Board conceives it to 
be its duty to administer the law with the same fairness of approach to the con- 
tractor as to the Government. If the case is one within the delegation to the Sery- 
ices, then any deviation from the principles established by the Board is at once 
called to the attention of the Service, and the Service takes such corrective steps as 
may be necessary to insure uniformity in the future. 

As a further element in coordination, special and detailed industry studies have 
been or are being made, as, for instance, in the brass, steel, textile, rubber and 
machine tool industries. These studies, completed by experts in the respective 
fields, make available to the Price Adjustment Boards and to the Services precise 
and informative data of the utmost significance in renegotiation. The renegotia- 
tions of contractors in these, as in other industries, are as nearly as possible con- 
ducted by the Department or Service which has the greatest familiarity with the 
industry involved. 

Against the background of the general procedures above discussed, the organ- 
ization and procedure of the different Departments, Agencies, and Services can 
now be reviewed. 


DEPARTMENTAL ORGANIZATION AND PROCEDURES 


War Department 


Army Air Forces. Renegotiation functions in the Army Air Forces are per- 
formed in the Office of the Assistant Chief of the Air Staff, Materiel, Maintenance 
and Distribution and in the Materiel Command. 

The Assistant Chief of the Air Staff, Materiel, Maintenance and Distribution 
has delegated authority for the supervision of the principles and procedures in 
renegotiation to the Control Officer. The staff in the Control Office for renegotia- 
tion is the Price Adjustment Branch. The Price Adjustment Branch, located in 
Washington, reviews and submits to the War Department Price Adjustment Board 
for approval, cases renegotiated in the District Offices. It also performs a liaison 
function with the Board and a service function for the Army Air Forces Price Ad- 
justment Sections with the Board, the Technical Services, Army Service Forces and 
the other Departments of the Government engaged in renegotiation. The Price 
Adjustment Branch, Control Office, conducts renegotiation only in exceptional cases 
and in those cases where an impasse has been reached in the District Offices. 

The organization of Price Adjustment activities within the Materiel Command 
is in accordance with the general organization of the Materiel Command for pro- 
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curement purposes. The headquarters office for renegotiation operations in the 
Materiel Command is the Price Adjustment Office, Wright Field, Dayton, Ohio. 
This office coordinates the functions of the field offices and all cases are cleared 
through the Price Adjustment Office, Wright Field to the Price Adjustment Branch, 
Control Office, Materiel, Maintenance and Distribution. The Price Adjustment 
Office, Wright Field, maintains all records and statistics and maintains close liaison 
with other activities of the Materiel Command, particularly the Procurement Divis- 
ion and the Budget and Fiscal Office. Assignments of cases to the District Offices 
are made by this office. Renegotiation is conducted by this office in a limited 
number of cases. 

Price Adjustment Sections are established in five of the six Procurement Dis- 
tricts of the Materiel Command to conduct renegotiation with contractors within 
the area of each such Procurement District.’ 

Each District Price Adjustment Section is headed by a Price Adjustment Officer. 
There is a Price Adjustment Board in each of the Price Adjustment Sections. 
While membership on the Board varies, the Chief of each Section is a member 
along with several other civilian or military members. 

Each District Office has a staff of negotiators and a separate Cost Analysis Sec- 
tion. In addition, there is usually a Review Section and a Legal Section whose 
functions are to perfect the Reports and Agreements as initially prepared by the 
renegotiator. 

As of September 13, 1943, the total personnel engaged in renegotiation in the Air 
Corps was 390, with 131 of this number assisting in a clerical capacity. 

The procedures outlined by the Price Adjustment Board are generally followed 
in the conduct of renegotiation in the Army Air Forces. However, the organiza- 
tion for renegotiation is not rigid and each District Office is organized along the 
lines best suited for its functioning in view of the personnel available, office space, 
geographical location and other pertinent facts. 

All dealings with the War Department Price Adjustment Board are had through 
the Price Adjustment Branch, Control Office, Office of the Assistant Chief of the 
Air Staff, Materiel, Maintenance and Distribution, with one exception. Assign- 
ments are forwarded direct from the War Department Price Adjustment Board to 
the Price Adjustment Office, Materiel Command, which reassigns the case to the 
appropriate District Office for renegotiation. 

Through procedures established by the District Office, the companies are assigned 
to Renegotiation Panels which consist of two or three negotiators. One of the 
members of such a panel is primarily responsible for the completion of renegotia- 
tion with the company. The negotiator to whom the case is assigned has discretion 
in handling the case and in arranging for the renegotiation meetings. It is the 
policy of the Army Air Forces to visit the plant of each contractor and if possible, 


™New York, Detroit, Chicago, Wichita, and Los Angeles, for their naan: Procurement District. 
Area Offices at Cleveland, Cincinnati. 
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to hold one renegotiation meeting at the contractor’s office. The negotiator sub. 
mits the case to the District Board for consideration prior to the submission of a 
proposal to the contractor and the approval of the Board is then obtained. If an 
agreement is reached the Renegotiator and Cost Analyst prepare the report in con- 
junction with the Review Section and the case is then forwarded through Wright 
Field to the Price Adjustment Branch, Control Office, Materiel, Maintenance and 
Distribution for submission to the Board. 

If the negotiator cannot secure a settlement, the case is reviewed by the District 
Board and the contractor is afforded an opportunity to appear before the Board, 
In the event of a further impasse the record is completed, the contractor’s objec- 
tions obtained and the case is forwarded for further action to (1) Wright Field, 
(2) the Price Adjustment Branch, Control Office, or (3) the War Department 
Price Adjustment Board. 

The District Offices are about to approve settlements finally under delegation. 
Since delegation has not heretofore been exercised, the proposed procedure is not 
in full operation. The authority to approve agreements with contractors having 
sales not in excess of $5,000,000 for the period under renegotiation has been dele- 
gated to the District Supervisors of the Procurement District within which the 
Price Adjustment Sections are located. At the present date, no redelegation has 
been made by the Assistant Chief of the Air Staff, Materiel, Maintenance and Dis- 
tribution, of the authority to approve cases finally with contractors having sales in 
excess of $5,000,000 but not in excess of $10,000,000 for the period under renegotiation. 

Chemical Warfare. Renegotiation in the Chemical Warfare Service is con- 
ducted through a Price Adjustment Section located at Baltimore. This Section 
has been organized as a part of the Purchase Policies Branch in the Office of the 
Chief, Chemical Warfare Service, and reports directly to the Assistant Chief, Chem- 
ical Warfare Service for Materiel. 

The Cost Analysis Section has been combined with the Price Adjustment Sec- 
tion and the combined sections are organized on the basis of four panels and a 
Docket and Assignment Unit, operating under the administrative control of the 
Section Board. One panel handles general cases, while the other three conduct 
renegotiations on the basis of geographical location, covering cases in the Chicago, 
Pittsburgh and New York Procurement Districts. 

As of September 1, 1943, authority was issued for a staff of 20 officers and 35 
civilians, and as of September 13, 1943, the four panels embraced a technical per- 
sonnel of 18. 

The procedures outlined in the Renegotiation Manual are followed. Cases 
assigned to this Service are first handled by the Docket and Assignment Unit 
which has the responsibility for obtaining the initial information from the con- 
tractor. On the basis of this preliminary information, the company is assigned to 
one of the panels, depending upon the geographical location of the company’s rec- 
ords and home office. 
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The first meeting is arranged and conducted by the panel itself. In order to 
expedite processing of pending cases, the panel spends several days each month in 
the New York, Chicago or Pittsburgh District office, as the case may be, for the 
dual purpose of establishing closer contact with the Procurement Districts and per- 
mitting closer control over the progress of the contractors in preparing and sub- 
mitting information required for renegotiations. 

While all cases handled through September have been submitted to the War 
Department Board for approval, it is anticipated that the Service will soon exercise 
its authority to enter into final agreements. 

Engineers. Statutory renegotiations are carried out in the Corps of Engineers 
under the jurisdiction of the Chief of Engineers, who has designated the Price 
Adjustment Section in the Office of the Chief of Engineers to supervise and co- 
ordinate price adjustment activities of the Division Engineers throughout the con- 
tinental United States. 

The Price Adjustment Section in the Office of the Chief of Engineers consists 
of five units under the direction of the Chief of the Section: the Advisory Board, 
the Assignment and Distribution Unit, the Cost Analysis Unit, the Legal Unit 
and a Renegotiation Unit consisting of a group of sub-units. Primary duties of 
these units are as follows: 

The Advisory Board, consisting of a few men of outstanding ability and ex- 
perience, reviews reports of renegotiation of Division Price Adjustment Sections in 
cases in which it is incumbent upon the Chief of Engineers to make such reviews, 
recommends the basis of settlement in each case renegotiated in the Office of the 
Chief of Engineers and furnishes expert advice on particular matters referred to it. 

The Assignment and Distribution Unit handles all matters dealing with the 
assignment of contractors for renegotiation and the distribution of agreements and 
clearance notices in conclusion of renegotiation. 

The Cost Analysis Unit procures and analyses financial and factual data in the 
case of contractors assigned for renegotiation in the Office of the Chief of Engi- 
neers and prepares a written report embodying its findings prior to the actual 
renegotiations. In addition, it furnishes expert advice in cost-analysis matters and 
assists the field sections in these same matters. 

The Legal Unit reviews for legal correctness the agreements and clearance notices 
including renegotiations, prepares instructions for promulgation within the Engi- 
neer Department on policy and procedural matters and handles correspondence 
and furnishes expert advice in regard to such matters. 

The Renegotiation Unit is actually a group of units established for two pur- 
poses: (1) for liaison with and assistance to field price adjustment sections in cer- 
tain geographical jurisdictions and (2) for statutory renegotiations within the 
Office of the Chief of Engineers. 

General administrative and personnel matters are under the control of the Execu- 
tive Officer of the Price Adjustment Section. 
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Division Price Adjustment Sections, patterned in organization generally after 
the Price Adjustment Section of the Office of the Chief of Engineers, are located 
in various cities for the different divisions.® 

The total staff engaged in renegotiation in this Service as of September 13, 1943, 
was 585, with 314 of this number in a clerical capacity. 

The basis of renegotiation of supply contracts, in the Engineers Department, is 
exactly the same as in the other Services; however, the Corps of Engineers has a 
very different method of renegotiation in the cases constituting 80 per cent of its 
case load, i.e., construction cases. In these instances, renegotiation within the scope 
of a special delegation of authority may be conducted on a separate or group con- 
tract basis or on an over-all-profits basis just like supply contracts. The separate 
or group contract bases have been evolved to fit the peculiar needs of the con- 
struction industry and are designed to relieve the contractor of doubt as to his 
obligations in the face of renegotiation at the earliest possible moment following 
completion of a contract, in order that his bank credit and bonding capacity can 
be maintained at a maximum. 

Assignment of construction cases to Division Price Adjustment Sections is made 
to the section having jurisdiction over the area where the major amount of con- 
tract work has been done. In the case of supply contracts, assignment is made to 
the Division section having jurisdiction over the area in which the contractor’s 
home office is located. The Price Adjustment Section of the Office of the Chief 
of Engineers retains for renegotiation only those cases where exceptional dollar 
volume, scandalous profits or unusual policy matters may be involved. 

Negotiators in the Office of the Chief of Engineers are responsible for the con- 
duct and completion of renegotiation in their respective assigned cases. The general 
procedure in such cases entails initial advice to the contractor of the renegotiation, 
meeting of cost analysts with the contractor for the solicitation of financial and 
factual data, the request to the Cost Analysis Unit for its report, the study and 
analysis of the cost analysis report, the meeting with the Advisory Board and par- 
ticipation as a voting member in determining the proposed basis for settlement, 
the renegotiation meetings with the contractor, the writing of the report of rene- 
gotiation and procurement of the executed agreement and the final submission of 
the case to higher authority. 

In addition, negotiators in the Office of the Chief of Engineers maintain liaison 
with Division Price Adjustment Sections to insure the proper handling by the 
latter of their cases. In cases renegotiated by Division Price Adjustment Sections, 
where under procedural rules it is incumbent upon the Office of the Chief of Engi- 
neers to approve or disapprove the settlement, the negotiator in the Office of the 
Chief of Engineers reviews the case in detail and participates as a voting member 
of the Advisory Board in its over-all review of the case. The negotiator then trans- 


®Boston, New York, Baltimore, Atlanta, Columbus, Chicago, Omaha, Dallas, San Francisco. Also a 
sub-office in Portland, Oregon. 
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mits the case for action by higher authority if the case is approved or instructs the 
field as need be if the case is disapproved. 

Authority for the execution of agreements and issuance of clearance notices 
has been decentralized to Division Engineers so that approximately go per cent of 
all cases assigned to Division Price Adjustment Sections are fully concluded by 
those sections. 

Ordnance. In order to carry out the responsibilities of the Ordnance Depart- 
ment with respect to renegotiation, there was established within the Legal Branch, 
Purchase Policy Section, Office of the Chief of Ordnance, a Price Adjustment Unit, 
and Price Adjustment Section Boards have been established in each of the thirteen 
Ordnance districts. ‘The Price Adjustment Unit at Washington operates as the 
coordinating agency for the procedures and policies of the thirteen Boards and as 
the liaison between these Boards and the War Department Price Adjustment Board. 

The functions of each District Board are to conduct or supervise renegotiations 
with contractors assigned to them by the War Department Renegotiation Division 
through the Office of the Chief of Ordnance. Conforming with policies established 
by the Chief of Ordnance and in accordance with the judgment of the District 
Board where policy is not prescribed, renegotiations may be conducted by either 
the full Board, by individual members thereof or by negotiators delegated by the 
Board, provided, however, that all settlements are concurred in by a majority of a 
panel of three of the Board. A Board usually consists of three members, who are 
representative citizens and outstanding in the business life of their respective 
communities. 

Each Board is assisted by an administrative unit, comprising such negotiators, 
analysts, technical and clerical assistants as may be required and by the services of 
a cost analysis unit established in the Ordnance district office for this express pur- 
pose. These staffs, handling the detailed work of financial analysis and preparation 
of reports and agreements during the course of renegotiation, are composed of 
experienced business men, accountants, financial analysts and attorneys. 


The locations of the thirteen Ordnance Price Adjustment Section Boards are as 
follows: Birmingham, Boston, Chicago, Cincinnati, Cleveland, Detroit, New York, 
Philadelphia, Pittsburgh, Rochester, St. Louis, San Francisco, and Springfield, 
Massachusetts. As of September 13, 1943, the total personnel of these Boards was 
372, including 241 technical specialists and 131 clerical assistants. 


Renegotiation procedure follows the established pattern. Upon assignment, the 
Ordnance District Price Adjustment Section Board contacts the contractor request- 
ting the submission of the necessary financial information. The negotiator, han- 
dling the case, familiarizes himself with all the pertinent facts and holds the initial 
conference with the representatives of the contractor. Following this meeting the 
staff of the District Board analyzes the facts and prepares a full narrative report 
for the guidance of the negotiator and the Board. On.the basis of this report, 
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further negotiations either by correspondence, personal call or Board meetings take 
place until an agreement is reached. 

Quartermaster. The Quartermaster Corps Price Adjustment Section is now, 
known as the Renegotiation Branch of the Procurement Division in the Office of 
the Quartermaster General. The Quartermaster General has delegated authority 
to conclude final renegotiation agreements with contractors whose total sales are 
not over $5,000,000. 

Operations are decentralized with five field offices functioning under the ad- 
ministrative control of the Washington office. New York is the chief operating 
district office and exercises administrative control also over the other district offices 
at Boston, Chicago, San Francisco and Greenville, South Carolina. In addition 
to handling the renegotiation of contractors local to its area, the New York office 
controls the routing of cases to the other district offices and assists these offices in 
their renegotiation functions. 

In its staff functions, the Washington office supervises the organization and 
personnel of the district offices and interprets for the Quartermaster Corps the 
principles, policies and procedures prescribed by the Renegotiation Division for the 
conduct of renegotiation. Washington also forwards cases received from the Assign- 
ment Branch of the Renegotiation Division to the New York office for renegotia- 
tion, reviews agreements concluded by the District offices before submission to the 
proper authority for approval, processes all cases and handles the renegotiation of 
impasse cases. 

As of September 13, 1943, a total personnel of 187 were engaged in renegotiation 
in the Office of the Quartermaster General, 106 in the capacity of technical special- 
ists and 81 as clerical assistants. 

Cases received by the Washington Office are forwarded to the New York Sec- 
tion and, thence, if necessary, to a district office for renegotiation. A case is assigned 
to one or two negotiators for handling and the negotiator has the responsibility of 
supervising the renegotiation procedure, of conducting the conferences with the 
contractor and recommending the settlement. The negotiator is assisted by other 
staff members in financial analysis and report writing. All meetings are held at 
the district offices. In the event of a settlement in a district office, the case is re- 
turned to Washington for review and processing of the final agreement. If the 
field office is unable to conclude an agreement, the case is referred to a panel in 
Washington for further renegotiation. 

Signal Corps. The Price Adjustment Section of the Signal Corps is established 
as a section of the Purchases Branch of the Procurement Division in the Office of 
the Chief Signal Officer. Headquarters are in Washington and two field Price 
Adjustment Sections in Philadelphia and Chicago function as subsidiary offices to 
Washington, all operating directly under the Chief Signal Officer. The Chief 
Signal Officer has redelegated authority to the Director of the Procurement Division 
to conclude agreements with contractors whose total contracts are not over $5,000,000. 
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The Cost Analysis Branch is under the Fiscal Division and serves both the Con- 
tracting Office and the Price Adjustment Section. 

The Washington office supervises matters of policies, procedures and operations 
for all three offices, handles impasse cases for the Signal Corps and conducts nego- 
tiations itself on the West Coast. The field offices handle renegotiations assigned 
to them as coming within their jurisdiction. The chief negotiator and supervisor 
in Washington operate as an informal board, either or both of them sitting in with 
the negotiator on all cases assigned to the Washington office as well as on appeal 
cases from the field offices. The staff handling renegotiation in the Signal Corps 
includes negotiators, accountants, legal advisors, an engineer and clerical assistants. 
The clerical personnel of the Washington office handles all routine functions and 
correspondence as well as the distribution and processing details for all three offices. 

As of September 13, 1943, the staff embraced a total of 42; of this number 22 
were serving in a technical capacity. 

Signal Corps procedure differs in certain respects from that of the other Services. 
Original contacts with a contractor must be conducted through one of the fifty 
Plant Agents, acting as liaison, operating in zones throughout the country. It is 
the Plant Agent’s duty to make the initial contact, advise the contractor of the 
type of information, financial and otherwise, that will be required by the cost 
analyst and negotiator, arrange for obtaining directly or through the company’s 
accountant the necessary financial information and arrange an initial meeting. 

An attempt is made to obtain all necessary information prior to holding the 
first meeting with the representatives of the company. On assignment of the 
case to the Signal Corps, the Cost Analysis Branch, operating through the Plant 
Agent, obtains on a prepared form, as soon as possible, a summary of pertinent 
financial information. After the contractor has assembled the necessary informa- 
tion, a meeting is arranged at the Section office or representatives of the Cost 
Analysis Branch and Price Adjustment Section call at the contractor’s office. Indi- 
vidual cases are assigned to specific negotiators whose responsibility it is to see that 
the cases are handled expeditiously and to carry through on a case until it is in 
form for the final renegotiation meeting, at which time an additional senior 
negotiator is present. The Price Adjustment Section and Cost Analysis Branch 
cooperate throughout and a cost analyst is present at all meetings with the contractor. 

Surgeon General. ‘The Renegotiation Division is established in the Supply 
Service, Office of the Surgeon General, with headquarters in Washington and field 
branches located in New York and Chicago. The Surgeon General has appointed, 
and delegated authority, for the conduct of renegotiation to the Director of the 
Division and has appointed a Review Board of five members, including the Direc- 
tor, to pass upon proposed agreements, prior to their submission for signature either 
to the Division Director or to the Surgeon General, or the War Department Price 
Adjustment Board. Recognizing the importance of close cooperation between re- 
negotiation and procurement activities, close liaison in .operations is maintained 
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between the Procurement Division, the Renegotiation Division, and the Command- 
ing Officer of the Army Medical Purchasing Office. 

The Director of the Division has appointed a Chief in the Washington Office 
and a Chief in charge of the New York and Chicago branch offices to supervise 
renegotiations under their jurisdiction, and, in turn, they have, with the approval 
of the Director, organized the necessary staffs, including negotiators and cost 
analysts, to carry out their functions. The negotiator has complete responsibility 
for the prompt and final disposition of all cases assigned to him. In carrying out 
this assignment, he arranges for an initial conference with the contractor, attended 
jointly by himself and the cost analyst; gathers with the assistance of the cost 
analyst all essential information from any source available; conducts further re- 
negotiation meetings; is responsible for minutes of procedure; prepares standard 
reports with the cooperation of the cost analyst, and final agreements, and expedites 
processing of each case through the Review Board to the end that the final agree- 
ment is forwarded to the contractor as soon as possible. The cost analyst is 
charged with the procurement, analysis and reporting on proper forms and reports 
of all necessary accounting information. The chief of the Renegotiation Branch 
advises the negotiator, and the Chief of the Cost Analysis Branch of the Washing- 
ton office counsels with the cost analyst on all matters of procedure. 

The total personnel, as of September 13, 1943, engaged in renegotiation work in 
the Surgeon General’s Office was 32, including 22 technical representatives and 10 
clerical assistants. 

All dealings with the War Department Price Adjustment Board are handled 
directly with the Washington office of the Renegotiation Division, and all assign- 
ments from the Board go directly to the Washington office. The Washington office 
sends out the initial letter requesting data and continues as contact with the con- 
tractor until it is possible to determine the nature of the case and whether it is 
appropriate to hold the preliminary meeting with the company. Where called for, 
cases are assigned by Washington to the New York or Chicago Branch and the 
Chief of each field branch, guided by instructions from the Director of the Divi- 
sion, assigns the case to a team of two, consisting of representatives of the Renego- 
tiation and Cost Analysis Sections. At this time, the company is notified of the 
transfer and directed to correspond with the appropriate field branch. Certain cases 
are retained for renegotiation by the Washington office. 

Subject to the supervision of the Chief of the field branch, the negotiator to 
whom the case is assigned has complete discretion in handling the case and in 
calling the preliminary conference. Immediately following the meeting the minutes 
of the proceedings are drawn up and sent directly to the Washington office. The 
negotiation team then prepares a tentative report of renegotiation and obtains ap- 
proval of the Chief of the branch and of at least two members of the Review 
Board as to any proposed basis of settlement prior to the final conference with the 
company. Where an agreement is reached, the negotiator and cost analyst com- 
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plete their report on all aspects of the case and submit it to the Washington office 
together with copies of the final agreement. 

No agreement is sent to the contractor for execution until it has been approved 
by a member of the Review Board. Where the agreement involves any substantial 
departure from the form prescribed by the War Department Price Adjustment 
Board, and/or where it involves any new and unusual provisions, it is submitted 
to at least two other members of the Review Board before it is sent to the con- 
tractor for execution. To assist the field office, representatives from Washington 
regularly visit the field offices. All processing and distribution of the final reports 
and agreements are performed by the Washington office. 

The Surgeon General has redelegated to the Renegotiation Division Director 
power to enter into final and other agreements with contractors whose total sales 
do not exceed $5,000,000. The Review Board has been granted the authority to 
pass on all agreements, and unanimous approval by the Board is required before 
submission to the Director or Surgeon General for signature. Cases in which 
the final agreement is not unanimously approved by the Board are either referred 
back to the Division for further negotiations or to the War Department Price 
Adjustment Board for final action. 

Transportation. Renegotiation in the Transportation Corps is conducted from 
a central office in Washington. Control of this function has been delegated to the 
Chief of the Fiscal Division. Flexible in operation, two key men function in- 
formally as final authority on matters of review, instead of a formal board, and the 
Chief of the Fiscal Division has the power to sign agreements recommended by 
this panel. 

To accomplish decentralized operation and accommodate the convenience of 
the contractor, the Transportation Price Adjustment Section has located in each of 
the nine transportation zones one or two junior officers, trained in renegotiation 
procedure, able to undertake the necessary accounting work with a contractor and 
to assist in the determination of the amounts of business properly subject to re- 
negotiation and the breakdown of costs applicable to renegotiable business. Assist- 
ing these representatives, the Washington office uses teams of negotiators in cities 
adjacent to the offices of the contractors where it is impractical for these contractors 
to come to Washington. The customary procedure in preparing the necessary 
case histories and financial analysis of renegotiable business is followed. 

As of September 13, 1943, the personnel of this Section totaled 28, including 2 
men in charge of operations, 2 other negotiators, 4 cost analysts operating within 
the office and 16 other accountants located in the Procurement Districts throughout 
the country devoting part time to renegotiation. 


Navy Department Price Adjustment Board 


The Under Secretary of the Navy has established a Price Adjustment Board 
with Divisions at New York and Washington and Regional Price Adjustment 
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Boards at Chicago and San Francisco to conduct the renegotiations of contracts 
pursuant to the Act. These Boards have been created in the Office of Procure. 
ment and Material under the supervision of the Assistant Chief in Charge of 
Procurement. 

The Navy Department Price Adjustment Board in Washington determines all 
questions of policy and procedure, with the approval of the Under Secretary of 
the Navy and conducts actual renegotiation with contractors. The New York 
office and the Regional Boards conduct the renegotiation proceedings of contractors 
in their regions. The main office of the Board in Washington has seven Board 
members, including the Chairman and Executive Vice Chairman, while six other 
Board members, operating under a Vice Chairman, are located in New York City, 
Operating under regional Chairmen, the Chicago Board has five members and the 
San Francisco Board has four members. 

Following the policy of employing only the most highly trained personnel with 
practical experience in the phase of work for which they are engaged, all Board 
members are experienced professional and business men, practically all of the 
accountants are Certified Public Accountants and the analysts are experienced in 
financial work. As of August 31, 1943, the personnel of all four Boards totaled 
181, including 22 Board members, 23 other contract employees, 72 officers and 64 
Civil Service employees. In addition, the Navy utilizes some 150 panel auditors— 
partners or senior employees of leading accounting firms throughout the United 
States who have agreed to lend their services on a per diem basis, when required, 
to assist the contractors in preparing factual material needed by the Board. 

The Navy has made every effort to simplify the procedures of renegotiation 
so as not to place any undue burden on contractors. Names of all contractors 
and subcontractors engaged in war work are obtained through the joint Assign- 
ment Section of the Departmental Price Adjustment Boards from various govern- 
mental agencies or other sources of information including the income tax returns 
of corporations. Where there is a possibility of the existence of excessive profits 
requiring renegotiation, the “Preliminary Letter of Information” is sent to the con- 
tractor requesting current data, including balance sheets and profit and loss accounts, 
a breakdown between renegotiable and non-renegotiable business and the total 
business done with each governmental Department and Agency. Upon the basis 
of this information, a case in which the Navy Department has the predominant 
interest is assigned to the Navy Department Price Adjustment Board. 

Accountants and analysts of the Board study these data and supplement them 
with other sources of information and by contacting the procurement officers of the 
governmental Departments and Agencies doing business with the contractor. A 
preliminary report is then prepared for consideration by the Board and, if it is 
apparent that no excessive profits exist, the Board immediately gives the contractor 
a clearance, notifying the company accordingly by letter. 
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If, on the other hand, there may be excessive profits, several procedures may be 
followed. The case may be referred to a panel auditor or to one of the Board’s 
own accountants who calls upon the contractor and assists him in preparing further 
factual information desired by the Board. 

If the amount involved is relatively small, the case may be handled through 
socalled field renegotiation whereby the Board assigns the case to one of its own 
accountants and analysts to call on the contractor, develop the necessary additional 
information and endeavor to arrive at a mutually satisfactory agreement regarding 
any excessive profits. If an agreement is reached in the field, it is submitted to 
the Washington Board for consideration and approval, and the contractor is fur- 
ther advised of his right, if he prefers to do so, of appearing before one of the 
Boards. 

In a number of cases, however, the contractor appears before the Board. The 
analyst and an accountant prepare a complete report and the contractor is encour- 
aged to develop whatever further facts he may wish the Board to take into con- 
sideration. At the Board meeting, attended by the company’s representatives and 
by the Board members, the analyst and accountant as well as contracting officers 
and representatives from the technical bureaus familiar with the material produced 
and with the company’s performance, a full discussion of all phases of the com- 
pany’s war work, earnings and costs is held. If an agreement is reached as to the 
proper settlement, a contract is prepared and submitted for approval to the Under 
Secretary of the Navy who is also sent a summary of the facts of the case. If no 
agreement can be reached the facts are submitted to the Under Secretary of Navy 
for such action as he may take. 


Maritime Commission 


The Price Adjustment Board of the Maritime Commission was created by action 
of the Commission embraced in Administrative Order No. 64 and to this Board 
the Chairman of the Maritime Commission delegated the powers and duties con- 
ferred upon him under the Act. 

The Board located in Washington is comprised of four members, a member of 
the Maritime Commission serving as Chairman, a Naval officer who is in active 
charge of all of its operations, the counsel of the Board and the representative of 
the War Production Board. 

As of October 1, 1943, there was a total personnel of 40, including the Board 
members, 13 renegotiators, 15 accountants and g stenographers. 

Cases assigned to the Maritime Commission Price Adjustment Board are in 
turn assigned to individual renegotiators who have charge of the preparation of 
the individual company cases. The renegotiator is assisted in the actual renegotia- 
tion by an additional renegotiator so that at all times there are at least two renego- 
tiators, together with a member of the analyst section, acting at the renegotiation 
conference with the company. 
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In the preparation of a case the Board relies to a large extent on certified audits 
furnished by the contractor. As contrasted with the procedure of the War and 
Navy Departments, the Board does not have any established field auditing system 
and does not utilize a field auditor except in an exceptional case when Maritime 
Commission field auditors are employed. 

After conferences with the contractor have been held, the renegotiators present 
the facts to the Board, which arrives at a decision as to the amount of excess 
profits, if any. Contracts or clearance letters are then drawn and are approved by 
the Commission and signed by the Chairman. 


War Shipping Administration 


Executive Order 9054, dated February 7, 1942, created the War Shipping Ad- 
ministration, delegating to it certain of the functions previously exercised by the 
Maritime Commission. Following the passage of the Renegotiation Act, the Order 
was amended on September 16, 1942, by Executive Order 9244 to specifically dele- 
gate appropriate powers of renegotiation, conferred upon the Maritime Commis- 
sion under the statute, to the War Shipping Administration. In conformance with 
this authority the War Shipping Administrator on February 12, 1943, created the 
Price Adjustment Board within the War Shipping Administration and charged the 
Board with the responsibility of renegotiation. 

The Administrator has appointed a Board of five members and a Chairman of 
the Board to supervise renegotiation procedure. The Board is composed of the 
Chairman, the General Counsel of the War Shipping Administration, the War 
Production Board representative and two other members. The office of the Board 
has been established in New York City as this location is in closest proximity to 
the great majority of War Shipping contractors and furnishes the best market 
for the specialized personnel required for this work. 

In contrast to the other agencies engaged in renegotiation, the War Shipping 
Board is engaged primarily in the renegotiation of contracts for the rendition of 
services. As the result of the special problems involved in repairing, chartering, 
stevedoring and operating of vessels, specialized experience and background is 
required, and much of the time of this Board to date has been devoted to securing 
the necessary capable personnel versed in the marine industry. At present this 
Board has assembled a small but well-qualified staff, which is assisted by members 
of the Auditing Department of the Administration who are located in New York 
City and in the various yards. 

General operations in the conduct of renegotiation follow the pattern of the 
War Department Manual for Renegotiation. Assignments are received through 
the Joint Departmental Assignment Board, the necessary information is obtained, 
and renegotiations are conducted to the end either of a clearance or a mutual agree- 
ment as to the amount of excessive profits which have been or may be realized. A 
comprehensive survey of the stevedore trade was completed to determine the profits 
existing in various areas before renegotiation of a single stevedore was attempted. 
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The War Shipping Administration makes considerable use of a contractual 
recapture clause wherein a contractor agrees to refund all profits in excess of 10 
per cent. As a consequence, it is necessary for their auditors to make an audit of 
War Shipping contracts so that the monies due under this clause may be recap- 
tured prior to commencement of renegotiation procedure. For this reason and 
because the contractors in this field, dealing largely with labor, are even more 
deluged than manufacturers with demands for figures and reports, the conduct 
of renegotiation has been considerably delayed. 


Treasury Department 


Authority for renegotiation in the Treasury Department was redelegated by 
the Secretary of Treasury to the Director of Procurement. The Director was em- 
powered to act for the Secretary in the establishment of the necessary organization 
and in approving renegotiation agreements. Accordingly the Director of Procure- 
ment established the Treasury Department Price Adjustment Board, appointed the 
Chairman and the other members of the Board, and authorized the Chairman to 
select the operating staff. 

The Board is comprised of the Chairman, the representative of the War Pro- 
duction Board and three other members, in addition to legal counsel who attends 
in an advisory capacity. There is also an operating staff of 11 analysts, the majority 
being either Certified Public Accountants or chartered accountants, and a clerical 
force of 12. At this date the Board functions only in Washington, no renegotia- 
tions having been conducted in the field. 

The procedures for renegotiation in the Treasury Department have been pat- 
terned after those of the War Department. Following assignment, an analyst 
gathers the necessary information and prepares the preliminary report for review 
by the Board prior to conferences between the Board and the contractor. The 
final report, upon approval by the Board, is prepared by a Board member for the 
signature of the Director of Procurement. 


Reconstruction Finance Corporation 


The four subsidiaries of the Reconstruction Finance Corporation handling war 
purchases—namely, Defense Plant Corporation, Metals Reserve Company, Defense 
Supplies Corporation and Rubber Reserve Company—were brought within the 
purview of the Act by amendment dated July 1, 1943. The Boards of Directors of 
these companies delegated all their authority under the Act to one central Board 
in Washington. Comprised of five members, including an appointed chairman 
and the heads of each of these companies, the Reconstruction Finance Corporation 
Price Adjustment Board handles renegotiation for all these agencies. 

The Board alone has the power of final determination. A Reviewing Com- 
mittee of three members has been created by the Board to conduct the actual work 
of renegotiation. While this Committee does not as yet have the power of final 
determination, it carries the full authority of the Board in other matters. A staff 
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of negotiators, cost analysts and legal personnel is being formed to handle the 
usual detailed functions and to confer with contractors. 

In forming its organization, the Board called in representatives from 11 of the 
Reconstruction Finance Corporation field offices for training in the principles, 
policies and procedures of renegotiation. It is proposed that these men will train 
additional representatives on returning to their districts. It is estimated that the 
personnel requirement of the Board will reach a total of 100 by next July, including 
40 negotiators, 30 cost analysts and 30 clerical employees. 

Owing to its long experience and established procedures, the Reconstruction 
Finance Corporation Board anticipates the ability to handle renegotiation on a 
practical and flexible basis with its negotiators located throughout the country 
for the convenience of the contractors. On new cases, these representatives will 
obtain information in the field, eliminating the need for calling the contractor to 
Washington. On closed cases, wherein Reconstruction Finance Corporation con- 
tracts are similar to the business already renegotiated, the negotiator will be granted 
limited authority to reach a further settlement on the same basis. Where cases 
have already been assigned and are not completed, this Board will allow the De- 
partment or Service having the assignment to complete the cases with respect also 
to Reconstruction Finance Corporation business. 


ConcLuUsION 


The task of renegotiation has been difficult. With the passage of the statute, a 
staggering volume of war contracts became subject to renegotiation and the prob- 
lem was further complicated by the pressure of time. The Act prescribes that 
renegotiation proceedings must commence within one year following the close of 
the fiscal year of the contractor within which completion or termination of a con- 
tract occurs. The entire administrative machinery and procedures for renegotiation 
have been developed since April 28, 1942, with the view to performing this work 
as expeditiously as possible, with maximum fairness to both the Government and 
war contractors, and to completing the renegotiation of war contracts within the 
statutory time allowed. 


In the short space of one year and a half, the pioneering work of organization, 
of formulation of principles, policies and procedures and of renegotiation of a sub- 
stantial volume of war contracts has been completed. As the result of able admin- 
istration and the splendid cooperation of American industry, the work has pro- 
gressed satisfactorily in the face of innumerable problems and of the expressed 
opinion in certain quarters that renegotiation would take one hundred years and 
was impossible. 

The assignment of 1942 business for renegotiation has been practically com- 
pleted. After reviewing the large majority of possible renegotiation cases and 
withholding from assignment many thousands of companies as not being subject 
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to renegotiation on their 1942 business, the Clearance and Assignment Officer, as 
of October 1, 1943, had assigned 20,457 cases for renegotiation? 

With each Department and Service gearing its organization and machinery to 
effect substantial completion of the renegotiation of 1942 business by the end of 
1943, the work of actual renegotiation is now in full swing. While there are varia- 
tions in the rate of production between the various agencies, progress throughout 
the field of renegotiation has been satisfactory. As of October 1, 1943, agreements 
have been reached in over 40 per cent of the total number of cases assigned, these 
cases representing by far the bulk of 1942 renegotiable business by dollar volume. 

The total original dollar amount of the contracts already renegotiated is approxi- 
mately $38,000,000,000, and, on these contracts, commitments for the elimination of 
excessive profits in the amount of approximately $4,500,000,000, have been made as 
of October 1, 1943. (It is estimated that of this amount only 70-75 per cent would 
have eventually accrued to the Government through taxes.) Cash refunds repre- 
sented around $2,200,000,000 and price reductions around $2,300,000,000 of this 
amount. 

With the machinery for renegotiation now well established, with personnel 
selected, indoctrinated and experienced, and with major principles, policies and 
procedures determined, the price adjustment work is expected to accelerate sub- 
stantially. From the standpoint of both the Government and industry, renegotia- 
tion can henceforth be expected to be completed more expeditiously than during 
the pioneering days now well behind us. 

Addresses of Offices. a 

Price adjustment offices for the various departments, agencies and sections 
handling renegotiation work are located at the following addresses: 

Departmental Price Adjustment Boards: War Department, Room 3D 581, The 


®While not indicative of the dollar volume or amount of work involved, the following table of 
these assignments reflects to a degree the relative task of the renegotiation agencies: 
Assignments as of 





Departments October 1, 1943 
War Department 

Price Adjustment Board ............... 608 

PEAY IE RMOES, 506.5. 5.00 sic bee wecisees 2,397 

Chemical Warfare .........cccsscccces 169 

SEMEN): faxes ost s KieS Spero in aawiarare 45139 

fo Sane a era 3,484 

RUNNIN cosa ag. b vic sre souiee dieser 3,372 

ReIRRU EMIS 50 '0015.5)0 aie) 0 cv <isie.d'e'eie'e ww eiele 504 

SUEDE GTIETAD oo osc tne cec cece e tess 366 

TANMEMUMAIMD 6 sig. o's vos ccd clecavesee ss 130 

Total War Department ............. 15,169 

INAV EPRI oc oscccecccscesectcces 4,074 
Maritime Commission ................000 686 
War Shipping Administration ............. 286 
Treasury Department .............cccceees 135 


Reconstruction Finance Corporation ........ 
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Pentagon, Washington, D. C.; Navy Department, 718 18th Street, N. W., Wash- 
ington, D. C., 630 5th Avenue, Room 310, New York, N. Y., 21st Floor, 100 West 
Monroe St., Chicago, Ill., 727 Financial Center Building, 405 Montgomery St, 
San Francisco, California; Maritime Commission, Room 4827, Commerce Building, 
Washington, D. C.; Treasury, Room 5304, Procurement Building, 7th & D Streets, 
S. W., Washington, D. C.; War Shipping Administration, 39 Broadway, New York, 
N. Y.; Reconstruction Finance Corporation, 811 Vermont Avenue, N. W., Wash- 
ington, D. C. 

Price Adjustment Sections, War Department: Ordnance, Room 4E 371, The 
Pentagon, Washington, D. C.; 700 Frank Nelson Building, Birmingham, Alabama; 
Room 1501, 140 Federal Street, Boston, Mass.; 38 South Dearborn Street, Chicago, 
Illinois; Big Four Building, Cincinnati, Ohio; 1006 Terminal Tower Building, 
Cleveland, Ohio; 1832 National Bank Building, Detroit, Michigan; Room 1815, 80 
Broadway, New York, N. Y.; 150 South Broad Street, Philadelphia, Pa.; 1202 
Chamber of Commerce Building, Pittsburgh, Pa.; 1238 Mercantile Building, Roches- 
ter, N. Y.; 3663 Lindell Boulevard, St. Louis, Missouri; 402 Hotel Empire, San 
Francisco, California; 95 State Street, Springfield, Mass. 

Quartermaster Corps: Room 2049 Tempo B, 2nd & Q Streets, S. W., Washing- 
ton, D. C.; 521 5th Avenue, New York, N. Y.; 1 State Street, Boston, Mass.; 333 
North Michigan Avenue, Chicago, Illinois; Kohl Building, Montgomery & Cali- 
fornia Streets, San Francisco, California; Woodside Building, Greenville, South 
Carolina. 

Signal Corps: Room 2C 285, The Pentagon, Washington, D. C.; 1 North La- 
Salle Street, Chicago, Illinois; 17th & Sansom Streets, Architects Building, Phila- 
delphia, Pa. 

Army Air Forces: Room 5E 1039, The Pentagon, Washington, D. C.; Wright 
Field, Dayton, Ohio; 67 Broad Street, New York, N. Y.; 420 West Douglas Avenue, 
Wichita, Kansas; 3636 Beverly Boulevard, Los Angeles, California; Fox Theater 
Building, 7th Floor, Detroit, Michigan; Room 636 Enquirer Building, 617 Vine 
Street, Cincinnati, Ohio; 20 North Wacker Drive, Chicago, Illinois; Room 204, 
4900 Euclid Building, Cleveland, Ohio. 

Corps of Engineers: Room 5160, New War Building, 21st & Virginia Avenue, 
N. W., Washington, D. C.; 605 Lincoln Road, Miami Beach, Florida; 75 Federal 
Street Building, Boston, Mass.; 270 Broadway, New York, N. Y.; 101 E. Fayette 
Street, Baltimore, Maryland; 50 Whitehall Street, Atlanta, Georgia; 1120 Hunting- 
ton Bank Building, Columbus, Ohio; 332 South Michigan Avenue, Chicago, Illi- 
nois; 1114 Commerce Street, Dallas, Texas; 206 South rgth Street, Omaha, 
Nebraska; 351 California Street, San Francisco, California. 

Surgeon General: Room 419 Maritime Building, 1818 H Street, N. W., Wash- 
ington, D. C.; 52 Broadway, New York, N. Y.; 12th & Spruce Streets, St. Louis, 
Missouri. 

Transportation Corps: Room 3A 674, The Pentagon, Washington, D. C. 

Chemical Warfare Service: Butler Building, 200 West Baltimore Street, Balti- 
more, Maryland. 




















RENEGOTIATION AND FEDERAL TAXATION 


Wapswortu Watts* 


I 


The solution of the problems arising in coordinating renegotiation with the 
Internal Revenue Code has been accomplished through a process of development. 
As originally enacted, the renegotiation statute’ which became effective April 28, 
1942, did not state expressly the effect of the elimination of excessive profits upon 
income for the taxable year affected. The Statute, however, provided that, although 
the purpose of renegotiation was to eliminate excessive profits, nevertheless, this 
purpose was to be achieved through revision of price by renegotiation.2 At the 
outset, the situation was clear where excessive profits were eliminated through price 
reductions upon future deliveries or future performance. It also seemed clear that 
even though excessive profits were eliminated by retroactive price reductions result- 
ing in a refund, if the obligation to make the refund was fixed or if the refund was 
paid within the taxable year in which the delivery or performance took place, then 
income for that taxable year was reduced. 


If, however, the renegotiation took place after the fiscal year of the contractor 
in which delivery or performance took place and for which year the Federal income 
and excess profits tax returns had been filed, questions arose concerning the taxable 
year in which the adjustment should be reflected. It was puzzling, too, whether 
the answer to this question would vary, depending upon a number of circumstances. 
Some of those circumstances were whether the contract had been entered into prior 
to the effective date of the Act, whether the deliveries with respect to which the 
prices were retroactively reduced had been made prior to that date, and whether 
the contract contained a renegotiation clause inserted pursuant to the directions 
contained in subsection (b) of the Renegotiation Statute. If it were determined 
that the retroactive price adjustment affected income for a prior fiscal year, for 
which a Federal tax return had been filed, must the contractor make his renegotia- 
tion refund in full through the renegotiation agency and file a claim for a refund 
with the Bureau of Internal Revenue, or should the Federal taxes paid with respect 

* A.B. 1921, Univ. of Illinois; LL.B. 1923, Columbia Univ.; Lieutenant Colonel, Army of the United 
States; Assistant Counsel of the War Department, Price Adjustment Board; Member of the Illinois Bar. 

*56 Star. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942) (Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, as amended). 


* Id. at §403(c). 
* Through this article, discussion is confined to taxpayers on an accrual -basis. 
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to the excessive profits eliminated be deemed as a partial refund of the excessive 
profits? 

Early in the administration of the Renegotiation Statute, the Bureau of Internal 
Revenue in a statement of policy, contained in J. T. 3577 (Internal Revenue Bulletin 
1942, No. 37),* gave its answer to these and other problems. The Bureau took the 
position that in case the renegotiation agreement provided a reduced contract price 
to be retroactively applied to a prior taxable year for which a tax return had been 
filed, and for which the income and excess profits taxes had been paid or assessed, 
then only the amount of the resulting refund of excessive profits which exceeded 
the Federal taxes assessed thereon should as a result of renegotiation be paid by the 
contractor. The amount of the taxes paid should be credited against the excessive 
profits eliminated and no refund or abatement of the taxes paid or assessed for the 
prior taxable year would be made. The Bureau stated, however, that in the case 
of a renegotiation agreement affecting a year for which income and excess profits 
tax returns had not been filed, the returns for that year should, when filed, reflect 
the results of renegotiation. 

In its earliest detailed public release on policies and procedures to be followed 
in renegotiation, the War Department Price Adjustment Board coordinated its ad- 
ministration of the Act with the statement of policy expressed by the Bureau of 
Internal Revenue in J. T. 3577. In paragraph 4 of subdivision VIII of Principles, 
Policies and Procedures to be Followed in Renegotiation issued by the War Depart- 
ment Price Adjustment Board, dated August 10, 1942, it was stated that in renegotia- 
tion for a prior fiscal year where the return of excessive profits ordinarily takes the 
form of a refund, that part of the taxes previously assessed representing taxes on the 
excessive profits agreed upon should be taken into consideration in the renegotiation. 

The Revenue Act of 1942,° effective October 21, 1942, added Section 3806 to the 
Internal Revenue Code. This Section, in general, carried into statutory enactment 
the policies adopted by the Bureau of Internal Revenue and the War Department 
Price Adjustment Board with respect to the treatment of Federal income and excess 
profits taxes in renegotiation. The advantages of clarification by legislation of the 
questions involved, rather than by administrative interpretation, are obvious. 


II 


In conformity with well-established precedents relating to the drafting of tax 
legislation, the phraseology of Section 3806 is disturbingly complex. The broad 
aspects of the Section, however, seem clear enough. Subsection (a) provides that 
if, pursuant to renegotiation, excessive profits received or accrued under a contract 
for a prior taxable year are eliminated, and the taxpayer is required to repay such 
excessive profits, then the part of the contract price received or accrued for the prior 
taxable year is to be reduced by the amount of the repayment. Subsection (a) 
further provides that such repayment will not constitute a deduction for the year 


* 1942—2 Cum. BuLL. 163. 
°56 Strat. 798, 26 U. S. C. A. §3806 (Supp. 1942). 
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in which it is paid or in which the obligation to pay it is incurred. Subsection (b), 
in general, states that there shall be credited against the repayment of excessive 
profits in such a situation the amount by which the tax for the prior taxable year 
would have been reduced if the excessive profits eliminated had never been a part 
of income. No interest, however, is to be allowed with respect to any credit to 
which the contractor is entitled under the Section. In subsection (c) it is stated 
that the credit provided under Section 3806 is to be in lieu of any other credit or 
refund resulting from the adjustment to income for the prior fiscal year provided 
for in subsection (a). And, finally, subsection (c) provides that if for any reason 
the credit allowable under Section 3806 exceeds that actually allowed by the renego- 
tiation agencies against the excessive profits eliminated, then such excess is to be 
treated as an overpayment of tax for the prior taxable year. 

While Section 3806 of the Internal Revenue Code clarified the most important 
questions involved in the correlation of taxes and renegotiation, nevertheless, in its 
application to renegotiation, some questions have arisen. 

Effect of Retroactive Price Reductions on Post-war Refund of Excess Profits Tax. 
By Section 780 of the Internal Revenue Code, the Secretary of the Treasury is 
directed to establish a credit for the account of each taxpayer subject to the excess 
profits tax, of an amount equal to 10% of the excess profits tax for each taxable 
year ending after December 31, 1941. This credit is to be realized by the taxpayer 
after the war. When a credit is granted under Section 3806 of the Internal Revenue 
Code, is this post-war refund credit reduced? A strange situation would result 
were it not reduced. The corporation which currently priced its war products at 
figures yielding only reasonable profits would, of course, pay no excess profits tax 
on any excessive profits since none ever accrued in its income. But the corporation 
which priced its products to yield excessive profits, resisted all efforts on the part 
of procurement officials to price reasonably and delayed renegotiation until after 
filing its tax returns, would receive a bonus equal to 10% of the excess profits tax 
paid upon its excessive profits. And the higher the price the larger in dollars 
would be this bonus. Fortunately, it seems quite clear that such a situation does not 
exist. While the credit under Section 3806 is granted and allowed by the renegotia- 
tion agencies, not the Bureau of Internal Revenue, nevertheless, it is a credit granted 
pursuant to the Internal Revenue Code, since Section 3806 is a part of that code. 
Section 781(b) of the Code provides that if any overpayment of the tax imposed 
by Chapter 2E, the chapter imposing the excess profits tax, is refunded or credited 
to the taxpayer under the internal revenue laws, the post-war credit shall be reduced 
accordingly. The Section 3806 credit is clearly a credit under the internal revenue 
laws. Also, it would seem to be a credit of an overpayment of the excess profits 
tax. The basic theory of Section 3806 is that the taxpayer overpaid its tax through 
being taxed on profits which in effect it was not entitled to retain and must refund. 
The simple way of adjusting for the overpayment is the method provided in the 
section. The result to the taxpayer and to the United States is exactly the same in 
dollars, as though the taxpayer had refunded its excessive profits in full without tax 
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credit, had amended its return for the year affected by the retroactive price reduc- 
tion, and had claimed a refund resulting from an overpayment of the tax for that 
year. 

That the post-war refund is adjusted to reflect a credit granted by a renegotiation 

agency is pointed out by the Bureau of Internal Revenue in J. T. 3671. In that 
interpretation of Section 3806 the Bureau states: 
“In view of the provisions of Section 3806, it is the opinion of this office that the tax- 
payer’s net income for Federal income and excess profits tax purposes is required to be 
in effect, determined upon the basis of, and by giving effect to the renegotiation * * * 
Also the amount of the post-war refund under Sections 780 and 781 of the Code of 
excess profits tax shall be reduced to reflect the amount of such tax which is credited 
against the excessive profits eliminated.” 


Effect of a tax credit under Section 3806 upon income for tax purposes for the 
prior year. A has net income for tax purposes in 1943 of $2,000,000. After he has 
filed his 1943 return he is renegotiated for that year and agrees to refund $750,000. 
His Section 3806 tax credit is computed and appears to be $600,000 based upon the 
return as filed, and he pays through the renegotiation agency $150,000, the net 
amount remaining after the application of the credit. When, however, the Bureau of 
Internal Revenue audits A’s return, it finds that his net income for tax purposes was 
$500,000 ir. excess of that shown by the return. Will the Bureau compute the 
deficiency upon the basis of an income of $1,750,000, the income shown by the 
return as filed but adjusted for renegotiation plus the additional $500,000, or upon 
an income of $2,500,000, the income shown by the return as filed but unadjusted 
for renegotiation and plus the additional $500,000? ‘This, of course, is important 
to an individual in view of the graduated nature of the Federal tax. 

It is clear from the provisions of Section 3806(a)(1) that, although the tax re- 
turn for the prior year has been filed and the tax assessed, a retroactive price reduc- 
tion for the prior year effected through renegotiation reduces income for that prior 
year. Therefore, in A’s case the deficiency in tax must be computed upon an income 
of $1,750,000, the income adjusted for the renegotiation refund and plus the addi- 
tional $500,000. Nor is it necessary to amend the tax return for the prior year to 
effect this result. Section 3806 indicates that the adjustment to income is automatic, 
and the Bureau of Internal Revenue is requiring no amended return in order to 
effect the adjustment. In J. T. 3617" the Bureau states: 

“In view of the provisions of Section 3806 it is the opinion of this office that the tax- 
payer’s net income for Federal income and excess profits tax purposes is required to be 
in effect determined upon the basis of, and by giving effect to, the renegotiation.” (Em- 


phasis supplied.) 

Effect of the Granting of a Section 3806 Tax Credit Upon Subsequent Tax 
Refunds. Corporation B had a net income for Federal tax purposes for 1942 
amounting to $3,000,000. It has filed its Federal tax returns for that year and a 
tax of $2,400,000 has been paid or assessed with respect to 1942 income. It is re- 


® 1943 Int. Rev. Buty. No. 12, at 7, 8. 7 Ibid. 
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negotiated for 1942 after its returns have been filed and agrees to refund $2,000,000 
as excessive profits. The Section 3806 tax credit relating to this refund is $1,600,000 
resulting in a net cash refund through the renegotiating agency of $400,000. In a 
fiscal year ending after the termination of the war it loses $1,500,000 which pur- 
suant to the provisions of the Internal Revenue Code may be carried back to the 
year 1942, resulting in an adjustment of the income and excess profits tax for the 
year 1942 and a tax refund resulting from this adjustment. Is the tax available for 
refund the $2,400,000 shown upon the returns as filed, or is it this amount reduced 
by the credit allowed pursuant to the provisions of Section 3806? A similar problem 
would arise had Corporation B been entitled to an adjustment of the income and 
excessive profits tax for 1942 through accelerated amortization of emergency facil- 
ities with respect to which certificates of necessity had been issued. The tax avail- 
able for refund is not the $2,400,000 shown upon the returns filed, but is the amount 
reduced by the $1,600,000 used as a credit against the 1942 excessive profits elim- 
inated. While the only specific provision of Section 3806 of the Code relating to 
other credits or refunds is that contained in subsection (c) of that section which 
provides against other credits or refunds under the internal revenue laws founded 
on the application of subsection (a) of Section 3806; nevertheless, in view of the 
fact that Section 3806(a) specifically provides that a retroactive price reduction 
reduces income for the prior year, it would seem to follow necessarily that the tax 
for the prior year is reduced to the extent of a tax credit granted. The Bureau of 
Internal Revenue in J. T. 3617° states its position that “no refund of tax for any 
taxable year shall include any amount of tax which, pursuant to Section 3806(b) 
is credited against excessive profits eliminated for such year.” An example is given 
in I. T. 3617° of a corporation receiving a $700,000 tax credit under Section 3806 and 
the Bureau states with respect to this $700,000 that “no part of the $700,000 Federal 
income and excessive profits taxes shall be refunded or credited to the taxpayer 
under Sections 321 and 322 of the Code. However, for the purpose of determining 
the correct tax for 1942 the amount of tax shown by A Corporation on its return 
for such year shall be decreased by the $700,000 credit allowed against excessive 
profits.” 

Declared Value Excess Profits Tax. It will be observed that Section 3806(b) of 
the Internal Revenue Code provides for credit against excessive profits eliminated 
of the amount by which the tax for the prior taxable year under Chapter 1, Chap- 
ter 2A, Chapter 2D and Chapter 2E of the Internal Revenue Code is decreased by 
reason of eliminating from income the excessive profits agreed to be refunded. 
Chapters 1, 2A and 2D relate to income taxes. Chapter 2E relates to the excess 
profits tax. Chapter 2B relating to the declared value excess profits tax is con- 
spicuous by its absence. Nevertheless, it will be seen from an example set forth in 
I. T. 36r7"° that in computing Section 3806 tax credits, the computation includes a 
credit to the extent by which the declared value excess profits tax for the prior year 
is reduced through the adjustment to income resulting from renegotiation. Al- 

* Ibid. ° Id. at 9. 2° Ibid. 
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though Chapter 2B is not specifically mentioned in Section 3806(b), it must be 
remembered that Section 3806(a) requires an adjustment of income for the prior 
year to reflect a retroactive price reduction effected through renegotiation. Were 
Chapter 2B not considered in computing the Section 3806 credit, it would seem that 
the Bureau would be required to adjust the declared value excess profits tax through 
some sort of an amendment to the return for the prior year. Since the purpose of 
Section 3806 seems to have been to effect all necessary adjustments in the tax result- 
ing from required adjustments to income caused by retroactive price reductions, 
the reasonable interpretation of the Section seems to be that the declared value 
excess profits tax adjustment should be made through the Section 3806 credit. At 
any rate it is the position of the Bureau of Internal Revenue that a Chapter 2B 
adjustment should be allowed and it is included in their computations in the amount 
of the credit. (See J. T. 3617 cited above.)*™ 

Necessity of Coordination between Renegotiating Agencies and the Bureau of 
Internal Revenue. As pointed out above, while Section 3806 is a part of the Internal 
Revenue Code, nevertheless, the credit based upon that section is actually allowed 
by the renegotiation agencies. In practice, the Internal Revenue Agent in Charge of 
the district in which the contractor has filed his tax return is asked to compute the 
amount of credit to which the contractor is entitled, based upon his tax return as 
filed. The original of this computation is sent to the renegotiation agency with a 
copy to the contractor. The mere fact that an Internal Revenue Agent in Charge 
has been asked to make a computation is not a sufficient basis for the Bureau of 
Internal Revenue to make the required adjustments to income. The computation 
of credit may be asked in contemplation of an agreement to be made in the future 
and for some reason or other the transaction may not be carried through, in which 
event no credit would be allowed. Therefore, when a renegotiation agreement is 
signed and an allowance of a tax credit against excessive profits eliminated is 
actually made by a renegotiation agency, the Bureau of Internal Revenue is notified. 
The Bureau then has in the taxpayer’s file sufficient information to effect the neces- 
sary adjustments, no matter what they may be, or when they may arise. 

Effect of Section 3806 on I. T. 3577.4 It will be recalled that J. T. 3577 men- 
tioned above was issued by the Bureau of Internal Revenue prior to the enactment 
of Section 3806 of the Code. While Section 3806 codifies that portion of I. T. 3577 
relating to renegotiation for a prior fiscal year following the filing of the tax returns 
for that year, nevertheless, it is not explicit as to the effect of the elimination of 
excessive profits by retroactive price reductions effected before the tax returns have 
been filed. Upon the enactment of Section 3806 of the Code, question was raised as 
to whether in view of this situation J. T. 3577 still expressed the policy of the Bureau 
with respect to retroactive price reductions made by refunds or agreements to re- 

204 Section 701(c)(2) of the Senate Finance Committee’s version of the Revenue Bill of 1943 (H. R. 
3687, 78th Cong., 1st Sess., 1943) includes an amendment to Section 3806(b)(1) and (b)(2) of the 
Internal Revenue Code which would make these subsections explicit in directing that the declared value 


excess profits tax be considered in determining tax credits under Section 3806. 
11 Supra note 4. 
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fund prior to the filing of the tax return for the year affected. These questions 
have been answered by J. T. 3611'* which reaffirms the statement of policy con- 
tinued in J. T. 3577 relating to retroactive price reductions effected before the returns 
for the year affected have been filed. 

It should be pointed out that one qualification exists to the general proposition 
that if a taxpayer agrees to repay excessive profits prior to the filing of a Federal 
tax return for the year affected, the excessive profits agreed to be repaid should be 
and are eliminated from income in the returns filed for that year. If at the time 
the Bureau audits the taxpayer’s return for the year affected, the taxpayer is in 
default in any payments required to be made under his renegotiation agreement 
and which have been eliminated from income in preparing the return, the Bureau 
will add these defaulted payments to income for the year, and collect thé tax with 
respect thereto. For example, Corporation A having income of $2,500,000 for the 
year 1942, is renegotiated before its returns for that year are filed, and agrees to 
repay $1,000,000 in excessive profits. This it agrees to pay in four equal install- 
ments, one on March 15, 1943, another on June 15, 1943, still another on September 
15, 1943, and the last on December 31, 1943. In accordance with J. T. 3577 the 
entire $1,000,000 is then eliminated from income in filing its returns on March 15, 
1943. The Bureau then audits its returns early in 1944 and finds the corporation 
has not paid the last two installments aggregating $500,000. The Bureau will add 
these defaulted installments to 1942 income and assess a deficiency tax with respect 
thereto. 

The taxpayer will immediately be concerned whether, after this deficiency has 
been assessed, he will then be liable for these two installments in full under his rene- 
gotiation agreement. The standard form of agreement now in use by the renegotia- 
tion agencies, contains substantially the following clause, although the renegotiation 
relates to a year for which tax returns have not been filed: 

“Should for any reason the profits eliminated hereby be includable in gross income of the 
contractor for the purposes of determining taxes payable for said fiscal year under Chap- 
ters 1, 2A, 2B, 2D and 2E of the Internal Revenue Code the contractor shall be allowed 


the credit, if any, to which he is entitled under Section 3806 of the Internal Revenue 
Code with respect to the profits eliminated hereby.” 


It is intended by this clause to make it clear that if for any reason such taxes are 
assessed by the Bureau upon any of the profits eliminated, the contractor will be 
entitled to the appropriate credit in refunding such profits through a renegotiating 
agency. 
Ill 

When the Current Tax Payment Act of 19437* became effective, question imme- 
diately arose as to its effect upon Section 3806 of the Internal Revenue Code. The 
Current Tax Payment Act of 1943 provides that the income tax of each individual 
for the taxable year 1942 is forgiven as of September 1, 1943. While the tax for the 


12 Supra note 6. : 
18 Pub, L. No. 68, 78th Cong., 1st Sess. (June 9, 1943); 57 Stat. —. 
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taxable year 1943 under this act is based to an extent upon income for the taxable 
year 1942, nevertheless, the tax assessed is for the 1943 taxable year and not for the 
1942 taxable year. If the income for the taxable year 1942 is greater than the income 
for the taxable year 1943, then the 1943 tax is substantially the tax, computed at the 
rates provided in the Internal Revenue Code, on the income for the taxable year 
1942, plus 25% of the tax based on the income for the taxable year 1943 similarly 
computed. On the other hand, if the income for the taxable year 1942 is not greater 
than the income for the taxable year 1943, then the tax for 1943 is in substance the 
tax on the income for the 1943 taxable year, computed at the rates provided in the 
Internal Revenue Code, plus 259% of the tax on the income for the 1942 taxable 
year similarly computed. All payments made on account of the 1942 assessment, 
now forgiven, are applied on account of the 1943 assessment. The 25% of the tax 
computed upon income for the lesser income year may be deferred one-half until 
March 15, 1944 and the other half until March 15, 1945. There are, of course, pro- 
visions in the Current Tax Payment Act relating to a windfall tax, but for the 
purposes of the discussion here these provisions are not considered. 

In view of the fact that the tax for the year 1942‘ is forgiven it would seem 
clear that where an individual is renegotiated for the year 1942, agreeing to make 
retroactive price reductions through a refund, he is entitled to no tax credit under 
Section 3806. On the other hand, it would seem, too, that to the extent that his 
1943 tax is based upon income for the year 1942, the individual taxpayer should 
receive all benefits taxwise of the adjustment to income effected through renegotia- 
tion. After a consideration of the matter the Bureau of Interna! Revenue issued 
I. T. 3619."° In substance I. T. 3619 provides (a) that where retroactive price reduc- 
tions made pursuant to renegotiation by an individual affect the year 1942, that indi- 
vidual is entitled to no tax credit under Section 3806 of the Internal Revenue Code, 
since the liability of the individual for the tax for the year 1942 becomes discharged 
as of September 1, 1943 and since the payments on account of such tax are con- 
sidered as payments on account of the tax for the taxable year 1943; and (b) that 
the taxpayer, however, in estimating his tax for 1943 at September 15, 1943, and 
December 15, 1943, and in filing his 1943 return on March 15, 1944, may eliminate 
from 1942 income the excessive profits refunded or agreed to be refunded. 

The Current Tax Payment Act of 1943 and J. T. 3619 has caused consideration 
of two principal questions by the individual contractor who is renegotiated for 
1942. The first question is whether in the long run, since he will receive no Sec- 
tion 3806 credit against excessive profits eliminated, he will be required to repay 
more dollars in renegotiation refunds and taxes than he would have had to pay 
had the Current Tax Payment Act not been passed? The second question is, must 
these dollars in taxes and renegotiation be paid earlier than if the Current Tax 
Payment Act had not been passed, i.e, how have the demands upon working 
capital been affected? 


** Hereafter when a year is referred to the reference is intended to be to a taxable year as defined 
in the Current Tax Payment Act of 1943. 28 1943 Int. Rev. Butt. No. 16, at 6-7. 
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No doubt, at this point, the situation appears very complex. By using examples, 
however, the situation may perhaps be simplified. For example, let us consider 
individual Contractor A with respect to whom the following facts exist: 


b. -SGR MUNG THERCE HPMEOTIIEION. oe cic c cree ee eeeet $1,000,000.00 
2. 1942 tax computed before passage of the Current Tax Payment Act..... 855,140.00 
3. 1942 excessive profits to be refunded pursuant to renegotiation, all of 

NO I annonce cies ccceseceseds 500,000.00 
4. Taxes computed upon 1942 income adjusted to reflect renegotiation. .... 415,140.00 
5. The tax credit to which he would have been entitled under Section 3806 

had the Current Tax Payment Act not been passed................ 440,000.00 
6. Income during each of the years 1943 and 1944..................00005 2,000,000.00 
7. Tax at present rates for each of the years 1943 and 1944............... 1,795,140.00 
en I, I no ca aeinrice sob eewd aoaes kena asns ties None 


It will be seen that the income of Contractor A for the year 1942 after renegotia- 
tion is not greater than his income for the year 1943. Therefore, his tax for the year 
1943 is equal to the tax computed upon 1943 income plus 25% of the tax computed 
on 1942 income. The tax computed on his 1943 income is $1,795,140. The tax 
computed on his 1942 income adjusted to reflect renegotiation is $415,140, 259% of 
which will become a part of the 1942 tax. This 25°%, namely, $103,785, is payable 
one-half on March 15, 1944, and one-half on March 15, 1945. Therefore, his 1943 
tax is $1,898,925, of which $1,795,140 is payable in 1943, $51,893 is payable in 1944, 
and $51,893 is payable in 1945. Contractor A’s situation before and after the passage 
of the Current Tax Payment Act based upon the assumptions above set forth appears 
as follows: 


Cash requirements in renegotiation refunds and taxes of Contractor A in the 
years 1943, 1944 and 1945 before and after the passage of the 
Current Tax Payment Act of 1943*'® 
1943 1944 1945 
Had the Act Not Been Passed 
oe rer Cer $ 855,140 
Excessive profits refunded for 1942 
after application of the Section 
FG WE GEE ... «oc eencess.. 60,000 
Total taxes and renegotiation 
CE civhviee downer $ 915,140 $1,795,140 $1,795,1407* 
After Passage of the Act 
NE WEE cnkascceuces¥aesens's $1,795,140 
Excessive profits refunded for 1942— 
no Section 3806 credit .......... 500,000 
Total taxes and renegotiated 
Ee rere $2,295,140 $1,847,032 $ 51,8938 


From a study of these figures it can be seen that if A pays his entire excessive 
profits refund for 1942 in 1943 his cash requirements for the latter year have been 


*°No consideration is given to any renegotiation for 1943 or 1944. 

*7 Taxes on 1944 income. 

*8 One-half of that part of the 1943 tax based on 1942 income. The other half is in the $1,847,032 
figure in the 1944 column. 
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heavily increased compared to what would have been his cash requirements for 
that year had the Current Tax Payment Act not been passed. These requirements 
are $2,295,140 after the Act, compared with $915,140 had the Act not been passed, 
In order to aid a contractor in this situation the War Department Price Adjust- 
ment Board has adopted a policy of allowing the 1942 renegotiation refund to be 
deferred through the year 1944 if his current position requires it. It can be seen, 
however, that Contractor A’s cash requirements in 1944 continue to be heavy. But 
this policy gives the contractor time to plan for these cash requirements, and the 
renegotiation agencies are limited in extending time by the fact that the tax effects 
described in J. T. 3619 seem to be effective only if “the taxpayer before the close 
of the taxable year following the taxable year 1943 pays to the United States the 
entire amount of the excessive profits determined by a renegotiation for the taxable 
year 1942. * * *” (Emphasis supplied.)*® 

It will also be observed from the total payments required by Contractor A in 
the three years set forth in the foregoing schedule that after the Current Tax 
Payment Act, he will have paid less in renegotiation and taxes than he would have 
paid had that Act not been passed. It may be thought that this comparison is 
without significance since no income has been assumed for Contractor A in 1945. 
To compare the situations of a taxpayer before and after the Current Tax Pay- 
ment Act the figures must be carried either to the year of his death or to a year 
with little or no income, one of which events, needless to add, is certain to occur. 
In any case, however, if the figures of a contractor in A’s income situation for 1942 
and 1943 are carried until the occurrence of either of these events, the total paid 
in taxes and renegotiation after the Act will not exceed those required had the 
Act not been passed. 

Had the Current Tax Payment Act not been passed, Contractor A would have 
received a Section 3806 tax credit, equal to the taxes assessed for 1942 on the exces- 
sive profits eliminated. Since the passage of the Act a similar benefit is derived 
through the elimination of these excessive profits from 1942 income in computing 
the 1943 tax. In the case of Contractor A this benefit is limited, however, since 
only 25% of the tax computed on 1942 income becomes part of the 1943 tax. This, 
of course, accounts for his heavy cash requirements in 1943. On the other hand, 
if excessive profits are eliminated for 1943, his Section 3806 tax credit will be equal 
to the entire tax assessed upon the excessive profits eliminated for 1943, since in- 
cluded in the 1943 tax is 100% of the tax computed on 1943 income. 

Contractor B finds himself in the following situation: 

s. span Seomeee Deioe Seiten... . «o.oo ei i cece eet $2,000,000.00 
2. 1942 tax computed before passage of the Current Tax Payment Act..... 1,735 )140.00 
3. 1942 excessive profits to be refunded pursuant to renegotiation, all of 


Ck eer rer rere 1,000,000.00 


4. Tax computed upon 1942 income adjusted to reflect renegotiation. ...... 855,140.00 
5. The tax credit to which he would have been entitled under Section 3806 
had the Current Tax Payment Act not been passed................. 880,000.00 


1°91. T. 3619, 1943 Int. Rev. Butt. No. 16, at 6, 7. 
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6. Income during the years 1943 and 1944, respectively................... 50,000.00 
7. Tax computed upon income for each of the years 1943 and 1944........ 27,740.00 
EE 5 on ah aba ee ESE RRREAS ORK OO DOLD SORA‘ None 


The 1942 income of Contractor B after renegotiation is greater than his 1943 
income. Therefore, his tax for the year 1943 is equal to the tax based upon 1942 
income, plus 25°% of the tax based upon 1943 income. Contractor B’s situation, 
had the Current Tax Payment Act not been passed, and after its passage based 
upon the assumptions above set forth, is as follows: 


Cash requirements in renegotiation refunds and taxes of Contractor B in the 
years 1943, 1944 and 1945 before and after the passage of the 
Current Tax Payment Act of 1943;°° 


1943 1944 -1945 
Had the Act Not Been Passed 
EE ME Fede sescbisnnctkess $1,735,140 
Excessive profits refunded for 1942 
after application of Section 3806 
US ses 21) rr er 120,000 
Total taxes and renegotiation 
RN 6558 Toon takes $1,855,140 $27,740 = $27,74072 

















After Passage of the Act 
ere ere ree 855,140 
Excessive profits refunded for 1942— 

No Section 3806 credit ......... 1,000,000 





$1,855,140 $31,207 $ 3,468? 














Unlike Contractor A, the cash requirements of Contractor B in 1943 for re- 
negotiation refunds and taxes are the same as though the Act had not been passed. 
This results from the fact that included in the 1943 tax is 100% of the tax computed 
upon 1942 income, and the fact that only that part of the 1943 tax is payable in 
1943. Since 100% of the tax computed on 1942 income is included in the 1943 tax, 
elimination pursuant to J. T. 3619 of the renegotiation refund from income for 
1942 results in a reduction in the 1943 tax equal to the full tax on the excessive 
profits eliminated for 1942. Although Contractor B pays his renegotiation refund 
in full without credit under Section 3806, his 1943 tax is, as a result of renegotiation, 
reduced by an amount equal to the tax credit he would receive under Section 3806 
with respect to his 1942 assessment had it not been abated by the Current Tax 
Payment Act. If, however, Contractor B refunds excessive profits for 1943, such 
refunds will reduce income for the lesser of the two years involved. Therefore, 
the tax credit under Section 3806 in connection with the 1943 renegotiation will not 
be the taxes in full computed upon the excessive profits eliminated but only 25% 

?° No consideration is given to any renegotiation for 1943 or 1944. 


*1 Taxes on 1944 income. 
*2 One-half of that part of the 1943 tax based upon 1943 income. -The other half is in the $31,207 


figure in the 1944 column. 
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of those taxes. Here he will find himself in the same position as Contractor A 
finds himself with respect to excessive profits eliminated from 1942 income. 

Like Contractor A, the total payments of Contractor B in taxes and refunds 
during the three year period under the conditions assumed will not exceed those 
he would have been required to make had the Current Tax Payment Act not 


been passed. 
IV 


By reason of the nature of the Renegotiation Statute and the Internal Revenue 
Code, new questions will constantly arise involving the relation of the two laws, 
It will appear from the discussion that has gone before that several principles seem 
to have governed in solving many of the questions that have already arisen. The 
first is that the results of renegotiation for a contractor should be substantially the 
same regardless of whether his renegotiation occurs before or after he has filed his 
Federal returns for the year affected. The second is that a contractor should not 
be required to pay taxes upon income refunded pursuant to renegotiation, or be 
required to refund pursuant to renegotiation income to the extent that he has paid 
taxes on such income. The third is that administratively the handling of renego- 
tiation and taxation should be such that a contractor will not be required to pay 
money to one agency of the United States Government and be required to claim 
a refund from another such agency, based upon the payment to the first. In view 
of the history of the administration of the Internal Revenue Code and the Renego- 
tiation Statute in their relation to each other it would appear that many of the 
future questions that may arise offer promise of being settled ultimately through 
application of these three principles.” 


°° Although the relationship of renegotiation and state taxes levied upon or measured by income is 
outside the intended scope of this article, it may be desirable to indicate briefly the nature of the 
general problem involved. Under Subsection (c)(3) of the Renegotiation Act state “income” taxes are 
allowable costs in renegotiation to the extent applicable to renegotiable business. The fundamental 
question is whether the portion of the state tax attributable to the retroactive price adjustment should be 
allowed as a cost in renegotiation. There is no question as to the propriety of allowing as a cost the 
portion of the state tax attributable to the renegotiated profits not deemed excessive. 

Based upon the statutory conception that the process of renegotiation is one of over-all repricing, it 
would seem that for state tax purposes the contractor should be treated as though he had never received 
the income represented by the price adjustment, that state income taxes on such portion of his income 
should not be allowed as a cost in renegotiation, and that if he has paid state income taxes on such 
portion of his income, those taxes should be refunded. Several states, however, have refused to recog- 
nize the effect of retroactive renegotiation upon the contractor’s income or have given only partial recog- 
nition thereto. Analysis of the reasons offered in justification of this position seems to indicate that 
the basic contention of these states is that the Federal Government should permit the states to retain this 
portion of the contractor’s excessive profits to compensate for loss by the states of other sources of 
revenue. Whether the states having war contractors should be given a subsidy in this form is obviously 
a serious question. 

Pending clarification of the situation, however, the renegotiation agencies have generally allowed as 
an item of cost state taxes upon income unreduced by excessive profits eliminated if state taxes upon 
such income have been paid. The contractor, however, is required to perfect a claim for a refund of 
state tax based upon the elimination of excessive profits from income, and if refund is made to pay it 
to the United States. In this connection it is of interest to note that in the Finance Committee version 
of the Revenue Bill of 1943 there is a direction which would appear to require the renegotiation agencies 
to allow as an item of cost state income taxes only upon income after being adjusted for excessive 
profits eliminated. See 403(a)(4)(B) of the Renegotiation Statute, as proposed to be amended by 
Section 701(b) of the Finance Committee Bill, Revenue Bill of 1943 (H. R. 3687). 














CONSTITUTIONALITY OF STATUTORY 
RENEGOTIATION 


Cuartes S. CoLiier* 


I 
The so-called “Renegotiation Act” was enacted in its original form as part of 
one of the National Defense Appropriation Acts, which was approved April 28, 
1942.1 The provisions thereof were amended in certain respects by the Revenue 
Act of 1942,” approved October 21, 1942, and again in July, 1943.2 The “Renego- 
tiation Act” as amended‘ is applicable to all contracts for an amount in excess of 


* A.B. 1911, LL.B. 1915, S.J.D. 1932, Harvard University. Member of the New York Bar and the 
District of Columbia Bar. Professor of Law, The George Washington University. Special Assistant to 
the Attorney-General, February 1942 to November 1943. Author various articles in legal. periodicals. 

156 Stat. 245, 41 U. S. C. A. note prec. §1 (Supp. 1942) (Sec. 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942). 

* Pub. L. No. 753, 77th Cong., 2d Sess. (Oct. 21, 1942) (Sec. 801 of the Revenue Act of 1942). 

*Pub. L. No. 108, 78th Cong., 1st Sess. (July 1, 1943) (Military Appropriation Act, 1944); Pub. 
L. No. 149, 78th Cong., 1st Sess. (July 14, 1943). 

“For the purposes of a discussion centering on constitutional issues, it seems desirable to quote ver- 
batim, rather than to summarize, or re-state, the “key paragraphs” of the Act. Although in all prob- 
ability the Act will be amended by adoption of the pending Revenue Bill of 1943, the basic features of 
renegotiation giving rise to much of the discussion that follows will remain. The most essential pro- 
visions (although there are other provisions of importance) are found in the following passages: 

“Wherever in the opinion of the Secretary of a Department, the profits realized or likely to be 
realized from any contract with such Department, or from any sub-contract thereunder whether or 
not made by the contractor, may be excessive, the Secretary is authorized and directed to require 
the contractor or sub-contractor to renegotiate the contract price. * * * 

“Upon renegotiation the Secretary is authorized and directed to eliminate any excessive profits 
under such contract or sub-contract (i) by reductions in the contract price of the contract or sub- 
contract or by other revision in its terms; or (ii) by withholding from amounts otherwise due to the 
contractor or sub-contractor any amount of such excessive profits or (iii) by directing a contractor 
to withhold for the account of the United States from amounts otherwise due to the sub-contractor, 
any amount of such excessive profits under the sub-contract, or (iv) by recovery from the contractor 
or sub-contractor through repayment credit or suit of any amount of such excessive profits actually 
paid to him or (v) by any combination of these methods as the Secretary deems desirable. * * * 

“Upon renegotiation pursuant to this section, the Secretary may make such final or other agree- 
ment with a contractor or sub-contractor for the elimination of excessive profits and for the discharge 
of any liability for excessive profits under this section as the Secretary deems desirable. * * * Any 
such agreement shall be final and conclusive according to its terms and except upon a showing of 
fraud or malfeasance or a wilful misrepresentation of a material fact such agreement shall not be 
reopened as to the matters agreed upon, and shall not be modified by any officer, employee or agent 
of the United States. * * * 

“This sub-section shall be applicable to all contracts hercafter made, and to all contracts and 
sub-contracts heretofore made whether or not such contracts or sub-contracts contain a renegotiation 
or recapture clause unless (i) final payment pursuant to such contract or sub-contract was made prior 
to April 28, 1942 or (ii) the contract or sub-contract provides otherwise pursuant to sub-section (b), 
or is exempted under sub-section i of this section 403, or (iii) the aggregate sales by the contractor 
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$100,000 made by the War Department, the Navy Department, the Maritime Com- 
mission and R.F.C. subsidiaries and to certain classes of contracts made by the 
Treasury Department. The Act is to remain in force during the continuance of 
the present war and for three years after its termination. A bill in amendment of 
the existing law was recently introduced in the House of Representatives by the 
Chairman of the Ways and Means Committee.® 

In discussing the constitutionality of Acts of Congress, it is necessary to give 
appropriate attention to three broad classes of constitutional questions: first, those 
relating to the basic legislative jurisdiction of Congress over the subject matter in 
question, the issues as to whether such subject-matter falls within the true scope of 
the enumerated powers of Congress; second, those relating to whether Congress 
has in the particular instance attempted to delegate its own “legislative” power to 
administrative officials or to the courts, or has prescribed a plan which if carried 
into effect would otherwise violate the constitutional principle of the separation of 
powers; third, those questions which relate to the character and extent of the im- 
pingement upon, and interference with, historically established and legally recog- 
nized private rights, privileges and immunities in the application of the Act. 

In considering the constitutionality of the Renegotiation Act, the first group of 
questions relating to the basic legislative jurisdiction of Congress presents no serious 
difficulty. It seems too clear for argument that Congress has a general power to 
prescribe the forms and procedures to be followed in making contracts in the name 
of the United States, and to set up conditions precedent that must be complied 
with before agreements entered into by administrative officials can become legally 
binding upon the United States. The power to enter into contracts is indeed not 
mentioned specifically in the Constitution as a power granted to the Government 
of the United States. But obviously many of the express powers in the Federal 
Government, such as the power to borrow money, the power to raise and support 
armies, and the power to provide and maintain a navy could not be exercised effect- 
ively without an implied auxiliary power to enter into binding contracts. 

“Powers thus exercised are what are called by Judge Story in his Commentaries 
on the Constitution, resulting powers, arising from the aggregate powers of the 
government. He instances the right to sue and make contracts.”® 

The basic power of the United States to enter into binding contracts would 
doubtless have been implied in any event, for, as the authors of the Federalist very 


or sub-contractor and all persons under the control or controlling or under common control with 

the contractor or sub-contractor under contracts with the Departments and sub-contracts thereunder do 

not exceed or in the opinion of the Secretary concerned will not exceed $100,000 for the fiscal year 

of such contractor or sub-contractor.” 

°H. R. 3687, 78th Cong., rst Sess. (introduced Nov. 18, 1943). ‘This bill proposing important addi- 
tional amendments to the existing system was introduced in the House of Representatives by Mr. 
Doughton, the Chairman of the Committee on Ways and Means. At this writing, it has passed the 
House and has undergone drastic, and questionable, amendments at the hands of the Senate Finance 
Committee. Its effect on various phases of renegotiation is discussed in this symposium by Abels, infra 
Pp. 399. Its relevance to certain aspects of constitutionality will be referred to in this article. 

* Strong, J., in Legal Tender Cases, 12 Wall. 457, 535 (U. S. 1870). 
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properly state with regard to resulting powers in general—“Had the Constitution 
been silent on this head, there can be no doubt that all the partciular powers 
requisite as a means of executing the general powers would have resulted to the 
government by unavoidable implication. No axiom is more clearly established in 
law or in reason than that wherever the end is required, the means are authorized; 
wherever a general power to do a thing is given, every particular power necessary 
for doing it is included.”” 

Reliance could properly be placed upon the “necessary and proper” clause of 
Article 1, Section 8, par. (18) of the Constitution, as giving to Congress the power 
to prescribe the legal requisites of contracts of the United States.® 

In Ellis v. United States,> the Supreme Court was called upon to deal with 
criminal convictions for violations of an Act of Congress which purported to limit 
the hours of labor of mechanics and laborers employed by the United States or any 
contractor or sub-contractor upon any of the public works of the United States to 
eight hours per day except in cases of extraordinary emergency. The constitution- 
ality of the Act was upheld, and the conviction of Ellis, an independent contractor 
for “permitting” his workmen to labor during more than nine hours in a single 
day, on the construction of a pier at the Boston Navy Yard, was sustained. With 
reference to the basic power of Congress to insert a statutory term in contracts of 
the United States, the Court said: 

“|, . Congress, as incident to its power to authorize and enforce contracts for 
public works may require that they shall be carried out only in a way consistent 
with its views of public policy, and may punish a departure from that way. It is 
true that it has not the general power of legislation possessed by the legislatures of 
the States, and it may be true that the object of this law is of a kind not subject to 
its general control. But the power which it has over the mode in which contracts 
shall be performed cannot be limited by a speculation as to motives. If the motive 
be conceded, however, the fact that Congress has not general control over the con- 
ditions of labor does not make unconstitutional a law otherwise valid, because the 
purpose of the law is to secure to it certain advantages so far as the law goes... . 
The Government purely as a contractor, in the absence of special laws may stand 
like a private person, but by making a contract it does not give up the power to 
make a law, and it may make a law like the present for the reasons that we have 
stated,”2° 

If we compare the Renegotiation Act with the Act whose constitutionality was 
assailed in the Ellis case, it seems plain that the purposes of the Renegotiation Act 
are more obviously germane to the actual interests of the United States as a con- 

™ THe Feperaist, No. XLIV (Univ. Classics ed.) 310. 

® “The Congress shall have power . . . (18) To make all Laws which shall be necessary and proper 
for carrying into Execution the foregoing Powers, and all other Powers vested by this Constitution in 
the Government of the United States or in any Department or Officer thereof.” 


° 206 U. S. 246 (1907). 
2° 71d. at 256. To the same effect, see Hollis v. Kutz, 255 U. S. 452 (1921). 
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tracting party than was the purpose of the statutory term limiting the hours of 
labor under review in the Ellis case." 


While both statutes involve an impingement upon the private interests and im- 
munities of the independent contractor, the question of adjusting the final contract 
price concerns the United States in an immediate sense, and does not involve any 
intrusion into fields historically regarded as reserved to the States. But the hours 
of labor regulation discussed in the Ellis case suggests an ulterior purpose as well 
as an ulterior motive, and impinges upon the zone of State control over labor 
questions which was historically accepted prior to the enactment of the National 
Labor Relations Act of 1935. From this point of view, the doctrine of the Ellis 
case rests upon principles that give greater latitude to the power of Congress to 
enact statutory terms for contracts of the United States, than would be strictly 
necessary in order to establish that the subject matter of the renegotiation law falls 
within the basic legislative jurisdiction of Congress. 


It is not necessary in order to support the constitutionality of the renegotiation 
law to assume that Congress has an unlimited discretionary power to prescribe 
statutory terms of all sorts for all contracts of the United States. The renegotiation 
law is, in a generic sense at least, an appropriate means for reaching ends which 
Congress is constitutionally empowered to secure. This statute has a special and 
genuine relevance to the appropriate exercise of the war powers of the United 
States Government. In the first place the renegotiation law is designed to reduce 
the direct cost of the war to the United States by eliminating excessive profits to 
private individuals and firms arising out of contracts for war supplies and war 
services furnished to the United States. In the second place, the statute is designed 
to place a flexible but effective barrier to rising prices on war-time contracts. The 
legislation derived much of its support from the belief the proposed renegotiation 
system would operate as an important agency of price control and that forward 
prices would be held in check because of the knowledge on the part of all con- 
cerned that “excessive profits” would in any event be “recaptured.”’” It must be 
admitted that the alleged beneficial effect of the renegotiation system on forward 
prices is widely questioned, and is indeed earnestly denied by many attorneys and 
accountants familiar with the actual working of the system. But from a constitu- 
tional standpoint the colorable purpose and the argumentative effect of the stat- 
utory plan in respect to the limitation of future prices support the conclusion that 
the objectives of the statute are legitimate and lie within the reach of the legislative 
power granted to Congress under our system of government. 

In the third place, the renegotiation system is designed to stimulate greater effi- 
ciency in the operation of the various concerns which have war contracts with the 

* And cf. Atkin v. Kansas, 191 U. S. 207 (1903); People v. Orange County Road Const. Co., 175 
N. Y. 84, 67 N. E. 129 (1903); People v. Grout, 179 N. Y. 417, 72 N. E. 464 (1904); People v. Metz, 
193 N. Y. 148, 85 N. E. 1870 (1908). 


12 Practices IN RENEGOTIATION OF War Contracts (published by National Industrial Conference 
Board, Inc., 247 Park Ave., New York), p. 1. 
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United States, greater efficiency, that is, as technical production agencies, than would 
be the case were easy profits assured through lax supervision. In this aspect, the 
renegotiation system with its constant and anticipated inquisition into the necessity 
and legitimacy of all cost items and the reasonableness of profits secured by methods 
of increased efficiency, offers obvious advantages over the easy-going cost-plus-a- 
fixed-fee basis for determining war contract prices. 

Finally, the renegotiation system is designed to strengthen national morale by 
giving assurance that no one will be allowed to make excessive profits out of war 
industry. This assurance is an important factor in securing the general willingness 
to make sacrifices of all sorts and to sustain the unavoidable costs of the war. The 
renegotiation system is designed to operate as a real factor in strengthening the 
moral unity of the nation and in inducing on all sides the willingness to make the 
maximum effort for victory. 

It seems plain, then, that the ends for which the renegotiation system is designed 
are in themselves legitimate ends which are wholly within the war powers of the 
United States as contemplated by the Constitution. 

As to the legitimacy of the particular means, namely, the renegotiation law, for 
reaching these acknowledged constitutional objectives, the frequently quoted words 
of Chief Justice Marshall in McCulloch v. Maryland™ seem peculiarly apposite: 

“We admit as all must admit that the powers of the government are limited and 
that its limits are not to be transcended. But we think the sound construction of 
the Constitution must allow to the national legislature that discretion with respect 
to the means by which the powers it confers are to be carried into execution, which 
will enable that body to perform the high duties assigned to it, in the manner most 
beneficial to the people. Let the end be legitimate, let it be within the scope of the 
Constitution, and all means which are appropriate, which are plainly adapted to 
that end, which are not prohibited but consist with the letter and spirit of the Con- 
stitution, are constitutional.”"* (Italics added.) 


II 


If it be assumed that the subject matter of the Renegotiation Act is within the 
basic legislative jurisdiction of Congress, there remain many weighty objections to 
the constitutionality of the Renegotiation Act. Perhaps the most perplexing of these 
is the objection that the Renegotiation Act delegates unstandardized power to admin- 
istrative officials and that this attempted action is unconstitutional because it amounts 
to an abdication by Congress of its primary responsibilities as a legislatve body and 
an attempted delegation of the entire legislative power of Congress in this field. 
Subordinate elements in this general objection are, first, that the act permits re- 
delegation of full power in the premises to administrative subordinates,’® and sec- 
ond, that the administrative officials to whom in effect untrammelled power has 
been delegated are not obligated by the statute to act quasi-judicially or even to be 


38 4 Wheat. 316 (U. S., 1819). ¢ Id. at 421. 
**Pub. L. No. 753, 77th Cong., 2d Sess. (Oct. 21, 1942) (Sec. 801 of the Revenue Act of 1942). 

















358 Law anp ConTEMPORARY ProBLemMs 


impartial in an administrative sense, and that they are in fact “partisans” of the 
claims of the United States since there is no separation of the prosecuting and 
adjudicative functions in this field of governmental action.”® 

As regards this branch of the discussion it is important to distinguish at the 
outset between the prospective application and the retroactive application of the 
renegotiation law. 

So far as concerns contracts within the scope of the renegotiation legislation 
that have been entered into since the operative date of that legislation, April 28, 
1942, the statutory authority of the Secretaries to require the contractor or sub- 
contractor to renegotiate the contract price so as to eliminate excessive profits must 
be read in as a statutory term constituting an integral part of each such contract, 
Each contractor and sub-contractor entering into such subsequent contracts must 
be deemed to have voluntarily assented to the renegotiation provisions. It becomes 
part of each such contract from the beginning that the final contract price is sub- 
ject to reductions to be determined in amount by the application of the standard of 
eliminating excessive profits. This part or aspect of each such contract is as much 
entitled to legal recognition and enforcement as any other part.’* 

When Shakespeare put into the mouth of Marcus Brutus the words “This is 
my answer—not that I loved Caesar less but that I loved Rome more”—he set a 
pattern for many well-balanced legal opinions. The reason for upholding the con- 
tractual right of the United States to insist on renegotiation and the elimination 
of excessive profits as regards all contracts of the specified classes entered into after 
April 28, 1942, is not that we respect the basic personal liberties and immunities of 
the independent contractor any the less, but that we respect the special contractual 
rights of the Government more. 

In most instances, in contracts entered into after April 28, 1942, the provision 
for renegotiation and the elimination of excessive profits has been expressly stated 
as required by Sub-section (b) of the Act. There will thus be in almost all in- 
stances in contracts within the scope of the Act, an express written assent by the 
independent contractor to the investiture of power in the designated Secretary to 
require renegotiation, and to eliminate excessive profits. But even if such express 
contractual provisions were not included in the actual written text of the contracts, 
the same requirements would have to be read into them as necessary statutory terms. 

There appears to be no fundamental reason why a formal contract between the 
United States and an independent contractor may not reserve to the United States 
unrestricted discretionary power to determine what rates, prices or charges shall be 
paid by the United States for property sold or services rendered to the United States 
by the other contracting party. This proposition, extreme as it may seem, is illus- 
trated by the method of fixing telegraph rates on U. S. Government telegrams 
which has received continuous legislative and judicial recognition throughout the 
last 75 years. 


18 Ibid. Cf. Morgan v. U. S., 304 U. S. 1 (1937). 17 Atkin v. Kansas, ror U. S. 207 (1903). 
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In the Post Roads Act of 1866"* the following provisions were included: 


“And be it further enacted, That telegraphic communications between the several 
departments of the Government of the United States and their officers and agents shall 
in their transmission over the lines of any of said companies, have priority over all other 
business, and shall be sent at rates to be annually fixed by the Postmaster Gen- 
eral... .” (Sec. 2) 


“And be it further enacted, That before any telegraph company shall exercise any of 
the powers or privileges conferred by this Act, such company shall file their written 
acceptance with the Postmaster General of the restrictions and obligations required by 
this Act... .” (Sec. 4) 


In these provisions relating to the rates to be charged for transmitting U. S. 
Government telegrams, no standard whatever is laid down as controlling the dis- 
cretion of the Postmaster General in this field of action. There is no specification 
that the rates shall be compensatory, or even that they shall be such as to reimburse 
the telegraph companies for the direct or incremental costs incurred in rendering 
these services to the U. S. Government. Much less is there any implied requirement 
that the rates fixed shall be such as would be constitutionally requisite in the reg- 
ulation of public utility rates, where no such contractual terms were involved. The 
telegraph rates on U. S. Government telegrams have always been fixed. under the 
Act of 1866 at levels below those required for commercial telegrams. For many 
years these rates were fixed at forty per cent of the rates on corresponding com- 
mercial services. 


The explanation of this apparent anomaly in public utility law is that the tel- 
egraph companies are bound by their contracts given for legal consideration, to 
accept the discretionary ruling of the Postmaster General (and the Federal Com- 
munications Commission in succession to the Postmaster General)’® as the conclu- 
sive determination of the rates to be paid for the transmission of U. S. Government 
telegrams. The special contractual basis of the powers of the Postmaster General 
and the Federal Communications Commission has been regarded as sufficient to 
displace all the ordinary principles of public utility rate regulation that have been 
developed where no such contractual basis for the utility rates had been formed. 
This system for fixing telegraph rates has been referred to without disapproval in 
numerous judicial decisions*® and must be regarded as consistent with all basic 
constitutional requirements. 

The contractual reservation of discretionary powers to officials of the U. S. Gov- 
ernment in the renegotiation laws of 1942 seems genuinely analogous. But the 
powers reserved to the Secretaries under the renegotiation law, since they refer only 
to the elimination of “excessive profits” and control only particular contracts or 

8 15 SratT. 221 (1866). 

1° 48 SraT. 1064, 1102 (1934); 47 U. S. C. 1940 ed. §601(b). 

*° United States v. Union Pacific Ry., 160 U. S. 1 (1895); Western Union Tel. Co. v. Penn. R. R., 


195 U. S. 540 (1904); Pensacola Tel. Co. v. Western Union Tel. Co., 96 U. S. 1 (1877); Western 
Union Tel. Co. v. Ann Arbor R. R., 178 U. S. 239 (1900). Z 
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groups of contracts that contemplate full performance within a limited time, are 
much less arbitrary and much less likely to disturb or undermine the permanent 
financial basis of the independent contractor’s business, than the above-mentioned 
power of the Postmaster General in the field of the rates on U. S. Government 
telegrams. 

It is important to emphasize the distinction between a standard established for 
the guidance of administrative officials, and a standard prescribed in a genuine 
police regulation, intended to be enforced in invitum upon all persons to whom it 
may apply. The standard prescribed for administrative action under the renego- 
tiation law is admittedly a vague one whose meaning has not yet been determined 
with satisfactory precision. But as regards the prospective application of the law, 
that is, its application to the renegotiation of contracts entered into after April 28, 
1942, the standard prescribed, namely, the elimination of “excessive profits,” is pri- 
marily a standard for administrative guidance. It is applied to outside parties only 
when they have voluntarily contracted with the United States in terms that purport 
to bind them to accept final prices which have been renegotiated and reduced in 
accordance with the authoritative interpretation of this standard. 

From this point of view it seems plain that decisions like that in the Cohen 
Grocery case** are not apposite in relation to the prospective application of the re- 
negotiation law. In the Cohen Grocery case, the Supreme Court was required to 
pass upon the constitutionality of the Lever Act of 1919 which made it unlawful 
“for any person wilfully to make any unjust or unreasonable rate or charge in 
handling or dealing in or with any necessaries.”*® No administrative body had 
been given authority to fix prices or to specify by detailed prescriptions what rates 
or charges were unjust or unreasonable. The statute was held void for uncertainty. 

The decision in the Cohen Grocery case may perhaps be analyzed as a judicial 
condemnation of an attempt on the part of Congress to delegate legislative power 
to the courts. It is important to notice, however, that the decision may equally 
well be rested upon the Fifth and Sixth Amendments, as guaranties of individual 
liberties against criminal prosecutions in cases where neither the indictment nor 
the statute are adequate to inform parties charged with criminal misconduct as to 
“the nature and cause of the accusation.”** Persons who have never by any special 
contract with the United States subjected themselves to the control of a system of 
administrative interpretations of a vague standard established by law cannot be 
prosecuted criminally on the basis of alleged violations of statutory terms which 
are in themselves, and prior to any authoritative interpretation, too indefinite to 
establish any ascertainable standard of criminal guilt. 

It should be noted also that the standard condemned in the Cohen Grocery case 
was “an unjust or unreasonable rate or charge.”** The prohibition against “exces- 


*1 United States v. Cohen Grocery Co., 255 U. S. 81 (1921). 


93 41 Stat. 297 (1919). 
*8 See United States v. Cohen Grocery Co., 255 U. S. 81, 88 (1921). 


** Text to note 22, supra. 
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sive prices” appears only in the conspiracy clause of the Lever Act—“it is hereby 
made unlawful . . . to conspire . . . to exact any excessive prices for any neces- 
saries.” Both of these standards seem to require consideration of many more fac- 
tors than are involved in the concept, “excessive profits.” Prices charged by a 
particular dealer might be “excessive” either in relation to actual costs or merely 
in relation to general market valuations of the commodities. “Unjust or unreason- 
able” rates and charges might or might not involve “excessive profits.” In addi- 
tion, the whole difficulty of defining “excessive profits” is potentially involved in 
the maximum generality of these standards in the Lever Act; for excessive profits 
might well be a factor in determining by a retrospective judgment what prices have 
been “unjust or unreasonable.” But the Lever Act fails to provide any indication 
of the relative weight of the factor of excessive profits in the final determination, 
nor does it set up any administrative process for working out the standard through 
the contrast and analysis of divergent administrative rulings. The individual had 
to choose his own course under the Lever Act without any administrative guid- 
ance, and subject to oppressive criminal responsibility if his initial guesswork as to 
the meaning of the “standard” differed from the ultimate, better-informed, retro- 
spective determination of a criminal court. The decision in the Cohen Grocery 
case does not require the condemnation of the renegotiation act. 


The question of the legal sufficiency of the standard for administrative action 
prescribed in the Renegotiation Act must ultimately be faced. This is especially 
apparent with regard to the retroactive application of the law, for in this field the 
independent contractors cannot be regarded as having bargained to accept the dis- 
cretionary judgment of the Secretaries. If the profits of past contracts can be 
recaptured at all, it must be in accordance with some definite standard of action 
that is to be consistently and equitably applied. But the legal sufficiency of the 
statutory standard is also vitally important with regard to the prospective applica- 
tion of the statute. 

What then is the standard for administrative action which the renegotiation act 
as amended, contemplates? Section (a) paragraph 4 of the renegotiation act pre- 
sents the following highly unsatisfactory substitute for a definition: 


“The term ‘excessive profit’ means any amount of a contract or sub-contract price 
which is found as a result of renegotiation to represent excessive profits.”*5 


Logically, this is not a definition, since the subject and predicate are substan- 
tially the same. For practical purposes, however, this attempted definition has some 
value since it shows that excessive profits are not to be ascertained by any particular 
formula. The statute attaches the label “excessive profits” to the findings of an 
administrative process. What is to guide this administrative process? Surely not 
alone the words “excessive profits,” but also the whole plan and purpose of the 
renegotiation law. 


** Pub. L. No. 753, supra note 2. 
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Legal standards are always hard to define. What are “reasonable rates” for a 
public utility concern? What are reasonable as distinguished from unreasonable 
combinations in restraint of trade? What is “due care under the circumstances,” 
the lack of which is so frequently provocative of tort liability? What are “good 
motives” and “justifiable ends” in the law of criminal libel? No precise definitions 
of these standards can be quoted. Yet the terms are pregnant with meaning and 
have a practical value as intelligible criteria in current judicial and administrative 
work, 

There is, however, one very significant difference between the recognized legal 
standards just referred to, and the standard of “excessive profits” and that is the 
historically developed content or connotation of meaning which at the present time 
is associated with such standards as “reasonable rates” for public utility concerns.” 
With regard to the standard of “excessive profits” this connotation is lacking, for 
we are at an earlier stage of the typical historical development of the meaning of 
standards through the process of inclusion and exclusion and through the approach 
and contact of authoritative decisions of divergent tendencies. 

The most important effort to establish by administrative interpretation a concrete 
meaning, reasonably capable of consistent practical applications, for the statutory 
conception of “excessive profits,” is the “Joint Statement” relative to “purposes, prin- 
ciples, policies and interpretations” under the Act issued by the War, Navy and 
Treasury Departments and the Maritime Commission, under date of March 31, 
1943." 

The “Joint Statement” declares that the price adjustment boards are guided by 
the following broad principles: “(a) That the stimulation of quantity production 
is of primary importance.” “(b) That reasonable profits in every case should be 
determined with reference to the particular performance factors present without 
limitations or restriction by any fixed formula with respect to rate of profit or other- 
wise.” “(c) That the profits of the contractor will be determined on his war busi- 
ness as a whole for a fiscal period, rather than on specific contracts separately. .. .” 
“(d) That as volume increases, the margin of profit should decrease. . . .” “(e) That 
in determining what margin of profit is fair, consideration should be given to the 
corresponding profits in pre-war base years of the particular contractor and for the 
industry, especially in cases where the war products are substantially like pre-war 
products... .” “(f) That the reasonableness of profits should be determined before 
provision for federal income and excess profits taxes.” “(g) That a contractor's 
right to a reasonable profit and his need for working capital should be distin- 
guished. A contractor should not be allowed to earn excessive profits merely be- 
cause he lacks adequate working capital in relation to a greatly increased volume 
of business.”?8 


2° Trustees of Saratoga Springs v. Saratoga Gas, E. L. & P. Co., 191 N. Y. 123, 83 N. E. 693; 


Schechter Corp. v. United States, 295 U. S. 495 (1935). 
87 Joint STATEMENT BY THE War, Navy AND TREASURY DEPARTMENTS AND THE MARITIME COMMIS- 


sion (March 31, 1943). 8 Id. at 7. 
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The Joint Statement also declares: “In determining the margin of profit to 
which a contractor is entitled, consideration is given to the manner in which the 
contractor's operations compare with those of other contractors with respect to the 
applicable factors; among such factors taken into consideration when applicable 
are the following: 

(a) Price reductions and comparative prices. 

(b) Efficiency in reducing costs. 

(c) Economy in the use of raw materials. 

(d) Efficiency in the use of facilities and in the conservation of manpower. 

(e) Character and extent of sub-contracting. 

(£) Quality of production. 

(g) Complexity of manufacturing technique. 

(h) Rate of delivery and turnover. 

(i) Inventive and developmental contribution with respect to important war 
products. 

(j) Cooperation with the Government and with other contractors in develop- 
ing and supplying technical assistance to alternative or competitive sources 
of supply and the effect thereof on the contractors future peace-time busi- 
ness.””° (Italics added.) 

If this statement of controlling principles had been enacted by Congress as an 
integral part of the original renegotiation statute, we should probably be “safe” in 
concluding that Congress has discharged its basic legislative duty with respect to 
prescribing a standard for the guidance and direction of administrative boards em- 
powered to recapture “excessive profits.”°° Congress, on this supposition, would 
have given us a piece of legislation sufficiently explicit, definite, and certain to satisfy 
constitutional requirements. The Revenue Bill of 1943, therefore, which sets up 
standards analogous to those in the Joint Statement, would seem to settle this issue 
of constitutionality with respect to fiscal years ending after June 30, 1943, the effective 
date mentioned in the Bill.” 

Now, may the “Joint Statement” issued on March 31, 1943, by administrative 
officials charged with the duty of enforcing the less articulate renegotiation statute 
that Congress did actually enact, be accepted as the legal equivalent of express 
statutory terms? ‘The question is peculiarly important with regard to the inter- 
mediate period between April 28, 1942, when the renegotiation statute first became 
operative, and March 31, 1943, when the Joint Statement was promulgated, and 
became available as an authoritative guide to practice under the statute. 

In favor of an affirmative answer, the following considerations may be assem- 
bled: first, we are not dealing with the enforced application of a police statute 
generally upon all the citizenry, as to which reasonable certainty, definiteness and 


2° 7d. at 8. 
*° Hampton Co. v. United States, 276 U. S. 394 (1928); United States v. Darby, 312 U. S. 100 
(1940); Panama Refining Co. v. Ryan, 293 U. S. 388 (1934) and annotation thereon in 79 L. Ed. 
474-582. 508 Supra note 5: 
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clarity in the terms of the statute itself are constitutionally requisite. We are deal- 
ing with a standard which, however, unsatisfactory intrinsically has been con- 
tractually accepted by individual citizens and corporations who have also agreed to 
the authoritative interpretation of the standard by officials of the United States 
Government.** 

Second, we are dealing with a standard laid down primarily for administrative 
guidance, and intended to be given color and content by intelligent and systematic 
administrative action, before being finally applied to actual business situations. In 
this respect, the criteria of the statute might be compared to the “public interest” 
criteria which appear in many statutes now generally acquiesced in; for example 
the provisions in Sections 5(b) and 5(e) of the Interstate Commerce Act dealing 
with consolidations and combinations of carriers. By the terms of the statute just 
referred to, the Interstate Commerce Commission is authorized to approve such 
combinations, when falling within certain broad classifications “if the Commission 
finds” “the proposed transaction . . . will be consistent with the public interest.”** 

Third, it must be kept in mind that what the Constitution requires in such 
matters is merely that Congress should make the essential legislative choices, should 
lay down appropriate standards for administrative action and should indicate with 
clearness the objectives at which interpretation and enforcement should aim. It 
is not constitutionally requisite that Congress should lay down precise rules, al- 
though, of course, Congress may prescribe such rules in its own formal enactments, 
if it chooses to do so. But where subject matter renders the exact delineation of 
detailed rules impracticable or undesirable, Congress in many instances has in its 
own primary legislation, merely prescribed broad and flexible standards leaving the 
detailed rules to be worked out by administrative bodies. It is an intelligible stand- 
ard and not a body of precise formated rules which is constitutionally requisite. 
In order to establish the constitutional validity of the renegotiation act, it is not 
necessary to show that the legislation of Congress embodies a definite rule or rules 
which cover the ground and operation of the statute in a complete and exhaustive 
manner. It is merely necessary that Congress should have established an intelligible 
and adequate standard to govern administrative action and guide private parties 
in the ascertainment and vindication of their legal rights in the premises. 

It seems plain that the determination of what profits are excessive is the gist of 
the renegotiation law. Since Congress has failed (unless it adopts the pertinent 
provisions of the pending Revenue Act of 1943) to provide an explicit definition, 
the only alternative means of securing a reasonable precise standard was for the 
renegotiation authorities either to promulgate formally a comprehensive interpre- 


*1 Cf. Western Union Tel. Co. v. Penn. R. R., supra note 20; United States v. Cohen Grocery Co., 
supra note 21; International Harvester Co. v. Kentucky, 234 U. S. 216 (1914). 

*2N. Y. Central Securities Co. v. United States, 287 U. S. 12 (1932); Texas v. United States, 292 
U. S. 522 (1934); United States v. Lowden, 308 U. S. 225 (1939). 

*® Buttfield v. Stranahan, 192 U. S. 470 (1904); Hampton Co. v. United States, supra note 303 
Panama Refining Co. v. Ryan, supra note 30; McKinley v. United States, 249 U. S. 397 (1919); 
Schechter Corp. v. United States, supra note 26. 
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tation, or to develop a thoroughly consistent practice through their successive 
adjudications. In either case, the standard thus arrived at could be supported as 
the “intended” legislative standard, on the ground that a highly generalized and 
vaguely expressed statement of the standard in the actual words of the statute had 
been given definite content and character by administrative interpretation. The 
Boards could treat the statutory language as if that language contained an explicit 
standard to govern their action. 

But if, in spite of the formulation of the standard set forth in the Joint State- 
ment, the renegotiation authorities in fact should exercise their discretionary power 
in such a manner that no consistent rules or principles can be extracted from the 
actual process, then we should after all reach the stage where we have a govern- 
ment of men, and not of laws in this particular field of governmental action®* 


If we compare the standard for administrative action proposed in the renegotia- 
tion law with the defective standards in various statutes which have in fact been 
condemned by the United States Supreme Court, it seems plain that the renego- 
tiation standard, vague and unsatisfactory as it appears in the bald sentences of the 
statute, is more readily capable than were any of the condemned “standards” of 
being made certain and definite for practical purposes by a process of systematic 
interpretation and application.**> Id certum est quod certum reddi potest. This 
optimistic maxim could not be justifiably applied with regard to the defective stand- 
ards contained in the National Industrial Recovery Act of 1933, for example.2* The 
standard in the Renegotiation Act at least points the direction in which adminis- 
trative interpretation should proceed. Furthermore the field of permissible inter- 
pretation is relatively narrow. It is confined to what might properly be designated 
a single subject. Under the National Industrial Recovery Act, the field of possible 
action included every aspect or element in an extremely wide range of subjects.5* 
But furthermore that Act did not supply the fundamental directional principle** 
or principles in accordance with which the administrative development of the in- 
credibly numerous details might possibly have been organized. As compared with 
the National Industrial Recovery Act, the Renegotiation Act relates to a limited field 
and the administrative rulings concern themselves with a particular issue—the 
elimination of excessive profits. The renegotiation boards do not have a roving 
commission to make rules about all sorts of industrial practices, as did the Code 
Authorities under the National Industrial Recovery Act, but are required to give 

**“Though the law itself be fair on its face and impartial in appearance yet if it be applied and ad- 
ministered by public authority with an evil eye and an unequal hand so as practically to make unjust 


and illegal discriminations between persons in similar circumstances, material to their rights, the denial 
of equal justice is still within the prohibition of the Constitution.” Yick Wo v. Hopkins, 118 U. S. 
356, 373-4 (1886). 

*° International Harvester Co. v. Kentucky, supra note 31; United States v. Cohen Grocery Co., supra 
Note 21; Panama Refining Company v. Ryan, supra note 30; Schechter Corp. v. United States, supra 
Note 26. 

8° 48 Stat. 195 (1933). 
®7 Schechter Corp. v. United States, supra note 26. 
*° Cf. Panama Refining Co. v. Ryan, supra note 33. 
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their attention, “legislative” though it may be, to the attainment of a single though 
vaguely defined objective, the elimination of excessive profits. 


A good contemporary example of delegated power which is unstandardized to a 
questionable extent, from a constitutional standpoint, can be taken from the Second 
War Powers Act.2° The foundation of the numerous regulations as to priorities 
issued under the authority of the War Production Board, is deemed by most per- 
sons who have examined the matter to be laid in the following brief statutory 
passage: 

“Deliveries under any contract or order specified in this subsection (a) may be 
assigned priorities over deliveries under any other contract or order, and the Presi- 
dent may require acceptance of and performance under such contracts or orders in 
preference to other contracts or orders for the purpose of assuring such priority. 
Whenever the President finds that the fulfillment of requirements for the defense 
of the United States will result in a shortage in the supply of any material or of 
any facilities for defense or for the private account or for export, the President may 
allocate such material or facilities in such manner, upon such conditions and to such 
extent as he shall deem necessary or appropriate in the public interest and to pro- 
mote the national defense.”*° (Italics added.) 

Based fundamentally on this broad legislative authorization, many administrative 
orders of great importance have been issued. For example the Director of Indus- 
try Operations of the War Production Board (pursuant to a redelegation of this 
authority) has issued General Imports Order M. 63,*1 and other orders of like 
character, which prohibit the importation into the United States of long lists of 
specific commodities, for private account, except where specific exception is made 
by authority of this Director of Industry Operations. 


As compared with the Second War Powers Act, the Renegotiation Act seems to 
offer an equally definite standard. The objective of the one act is to eliminate 
“shortages” of essential war materials and facilities. The objective of the other is to 
eliminate “excessive profits.” In both cases, Congress has made plain the direction 
in which the administrative effort in the interpretation and application of the law 
must move. But the reliance in both cases has been upon statutory terms whose 
meaning turns upon words in common use, “shortage” and “excessive profits,” pre- 
sented in the statutes without definition or elaboration. Perhaps the term “shortage” 
seems to have a superior clarity, because it suggests a mathematical admeasure- 
ment of supplies to actual military needs. But the risks of shortage must be deter- 
mined in advance of the actual military needs and the actual administrative prac- 
tice is to plan the adjustment of supplies to needs with the easement of a very 
large “factor of safety.” The standards available for computation in this field of 
“shortages” prospective and potential offer fully as wide a field for discretionary 

8° 56 Stat. 176, 50 U. S.C. A. App. §§631 ff. (Supp. 1942). 


4°56 Strat. 178, 50 U. S. C. A. App. §633 (Supp. 1942). 
“17 Fep. Rec. 4198 (1943). 
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choice, as do the competing standards that may be brought into play to determine 
the value of the terms “excessive profits” under the renegotiation law. 

There remain, however, two differences between these two statutory problems. 
First, the term excessive profits is more readily capable of exact definition than is 
the term “prospective shortage.” It was not truly necessary to delegate such un- 
standardized power to the renegotiation boards. In the field of priorities it was 
unavoidable that a practically untrammelled flexible discretion to estimate the risks 
of shortages should have been delegated by Congress to the administration. Sec- 
ond, the priorities system is so close to the primary war effort, that the nature of 
the war powers of Congress perhaps justified the delegation of unstandardized 
power in the field of determining what sorts of shortages immediate or remote, 
intense, or slight, would make appropriate the application of priorities orders. 
Perhaps this power inheres in the constitutional prerogatives of the Commander- 
in-Chief in time of war, irrespective of any express delegations by Congress.** But 
in the case of profits on war-contracts, while the nature of the war powers of Con- 
gress justifies some basic regulation, there seems to be no “military necessity” for 
a special adjustment or relaxation in this field of regulation in respect to the pre- 
cision of the standards which Congress, in order to discharge its constitutional 
duties, ought to prescribe. 

While, however, the term “excessive profits” is capable of being defined with 
precision in an accounting sense, it is very doubtful whether such a definition would 
express the will of Congress. The changes in the renegotiation law recently agreed 
upon by the Ways and Means Committee of the House of Representatives*® show 
that this Committee intends that the renegotiators shall “consider” such imponder- 
able factors as “the contractor’s efficiency” and “the extent of the risks he assumes,” 
and “the nature of his contribution to the war effort” as well as “the potential 
financial burden to reconvert to peace-time operations.” It seems clear that some 
at least of these factors can never be estimated with the precision of accountancy 
methods. The intended basis for the estimation of “excessive profits” remains dif- 
ferent in essence as well as in detail from the precise and mathematical basis pre- 
scribed in other sections of the Revenue Acts for estimating the amount of excess 
profits for the purposes of excess profits taxation.** 

It may be added that administrative practice under the Renegotiation Act has 
not adopted the same exclusions and deductions allowed in the Internal Revenue 
Code, despite the provision in the Renegotiation Act for recognizing exclusions and 
deductions of that “character,”*° so that even the benefit of that reference for sup- 
plying a standard is lacking. 

*2 Cf. United States v. Curtiss-Wright Corp., 299 U. S. 304 (1936). 

‘8 Supra note 5. 


“Internal Revenue Code, Chapter 2, Subchapter E, Excess Profits Tax, Sec. 710-752. 
“© By amendment in Pub. L. No. 753, 77th Cong., 2d Sess. (Oct. 21, 1942). 
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III 


The third main branch of our discussion must concern itself with what are 
usually called “due process” questions. The chief of these questions is as to the 
general validity of the retroactive provisions of the renegotiation law. 

Subsection (c)(6) of the Act provides: 

“This subsection shall be applicable to all contracts and sub-contracts hereafter 
made, and to all contracts and sub-contracts heretofore made whether or not such 
contracts or sub-contracts contain a renegotiation or recapture clause.” 

Exceptions to the general sweep of this provision are made with relation to 
cases in which final payment has been made pursuant to the contract, prior to 
April 28, 1942, and cases involving contracts which have been specifically exempted 
under the provisions of the Act. 

Can the flexible renegotiation provisions under discussion be made applicable, 
consistently with constitutional safeguards, to contracts and sub-contracts entered 
into prior to the operative date of the Act, April 28, 1942, in the very numerous 
cases in which such contracts or sub-contracts contained no renegotiation or recap- 
ture clause? 

It has frequently been pointed out that the familiar clause in Article I, Section 
10, of the Constitution: “No State shall . . . pass any . . . Law impairing the Obli- 
gation of Contracts,” does not in terms apply as a restriction upon the legislative 
power of the United States. From this, the inference has been drawn that the 
Congress of the United States is not restricted by any constitutional limitation with 
respect to the retroactive application to prior contracts of statutes otherwise within 
its power to enact.*® We need not pause, in questioning this inference, to explore 
the implied limitations on the powers of Congress which its questioning would 
present; rather, suffice it to say that much of the ground covered by the contract- 
impairment conception is covered, as interpretations have turned out, by the pro- 
vision of the Fifth Amendment that “no person shall . . . be deprived of life, 
liberty or property without due process of law” and the kindred clause “nor shall 
private property be taken for public use without just compensation.” Furthermore 
these clauses inhibit abrogation,*” or any arbitrary modification of the legal inci- 
dents,*® of contracts of the United States itself. The protection against federal 
legislation which would have the effect of divesting previously valid contractual 
rights, is certainly not limited to instances of purely private contracts, or to con- 
tracts to which the United States is not a party. 

In Perry v. United States,’ the Supreme Court was required to determine the 
permanent obligatory force of specific contractual agreements of the United States— 
namely, the agreement in bonds of the United States to pay principal and interest 


“©Tegal Tender Cases, 12 Wall. 457 (U. S. 1870); Julliard v. Greenman, 110 U. S. 421 (1884); 
Block v. Hirsch, 256 U. S. 135 (1921). 

“Lynch v. United States, 292 U. S. 571 (1934). 

‘8 Perry v. United States, 294 U. S. 330 (1935). 

4° Ibid. 
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of the bonds in gold coin of the standard of “value” legally established when the 
bonds were issued—as against subsequent legislation of Congress which provided 
that every obligation, whether or not containing such a “gold clause” should “be 
discharged upon payment, dollar for dollar, in any coin or currency which at the 
time of payment is legal tender for public and private debts.” 

Chief Justice Hughes in analyzing the special nature of public obligations of 
the United States in the course of the majority opinion in this case, said: 

“In authorizing Congress to borrow money, the Constitution empowers Con- 
gress to fix the amount to be borrowed and the terms of payment. By virtue of 
the power to borrow money” on the credit of the United States, “the Congress is 
authorized to pledge that credit as an assurance of payment as stipulated, as the 
highest assurance the Government can give, its plighted faith. To say that the 
Congress may withdraw or ignore that pledge is to assume that the Constitution 
contemplates a vain promise, a pledge having no other sanction than the pleasure 
and convenience of the pledgor. This Court has given no sanction to such a con- 
ception of the obligations of our Government.”** 

And as if to illustrate that this principle was not confined to the formal contract 
in public bonds of the United States payable in money, the Chief Justice quoted 
the following broad language from the Sinking Fund Cases, a controversy turn- 
ing on the question whether certain action was warranted by a reservation to the 
Congress of the right to amend the charter of a railroad company. 

“The United States are as much bound by their contracts as are individuals. If 
they repudiate their obligations, it is as much repudiation with all the wrong and 
reproach that term implies, as it would be if the repudiator had been a State or a 
municipality or a citizen.”™ 

While the due process and just compensation clauses of the Fifth Amendment 
are by no means identical in purpose and scope with the clause in Article I, Section 
10, forbidding State laws impairing the obligation of contracts, yet they may well 
establish constitutional limitations that will produce similar practical effects in many 
legal situations. 

In discussing the concurrent operation of the diverse powers of the state and 
national governments upon the same subject matter, Chief Justice Marshall made 
the following illuminating statement in the course of his much rehearsed opinion 
in Gibbons v. Ogden: 

“All experience shows that the same measures, or measures scarcely distinguish- 
able from each other may flow from distinct powers; but this does not prove that 
the powers themselves are identical. Although the means used in their execution’ 
may sometimes approach each other so nearly as to be confounded, there are other 
situations in which they are sufficiently distinct to establish their individuality.”™ 

5° 48 Strat. 112 (1933), 31 U. S. C. 1940 ed. §463. 

Perry v. United States, 294 U. S. 330, 351 (1935). 


53 Ibid. 
®® Gibbons v. Ogden, 9 Wheat. 1, 204 (U. S. 1824). 
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A similar statement might be made with equal propriety as to the partially co- 
inciding or analogous operation of different constitutional /imitations. The restrain- 
ing effect of the impairment of contract clause upon the States may be “scarcely 
distinguishable” from the restraining effect of the due process clause of the Fifth 
Amendment upon the national government in some situations. This does not 
prove that the limitations themselves are identical. There are other legal situations 
“in which they are sufficiently distinct to establish their individuality.” 

Where the United States seeks through legislative action to abrogate contracts, 
and to divest the property rights which independent contractors have in contracts 
with the United States which were admittedly initially valid and obligatory, this 
action may well be regarded as legally “voided” by the restrictive force of the due 
process and just compensation clauses of the Fifth Amendment. 

In Lynch v. United States,** a decision in which a statute of Congress repealing 
“all laws granting or pertaining to yearly renewable terms insurance” was held 
unconstitutional, this argument was stated with classical simplicity and directness 
in the unanimous opinion of the Supreme Court delivered by Mr. Justice Brandeis. 

“The Fifth Amendment commands that property be not taken without making 
just compensation. Valid contracts are property whether the obligor be a private 
individual, a municipality, a State or the United States. Rights against the United 
States arising out of a contract with it are protected by the Fifth Amendment. ... 
When the United States enters into contract relations, its rights and duties therein 
are governed generally by the law applicable to contracts between private indivd- 
uals, That the contracts of war risk insurance were valid when made is not 
questioned. As Congress had the power to authorize the Bureau of War Risk 
Insurance to issue them, the due process clause prohibits the United States from 
annulling them, unless indeed the action taken falls within the federal police power 
or some other paramount power.” 

In the Lynch case, while giving contracts between the United States and private 
parties an impregnable position in most legal situations, the Supreme Court never- 
theless left open a large “loop-hole” for possible legislative attack by the qualifying 
statement “unless indeed the action taken falls within the federal police power or 
some other paramount power.” For the purposes of that particular case the “loop- 
hole” was not made use of. The court states: 

“The Solicitor General does not suggest either in brief or argument that there 
were supervening conditions which authorized Congress to abrogate these contracts 
in the exercise of the police or any other power.” 

But in considering the retroactive application of the renegotiation law, this 
aspect of the authoritative and otherwise staunchly conservative opinion in the 
Lynch case seems to open up a vista of controversy. 

The conception that the obligation and effect of contracts may be altered by 
action taken under the police power is derived from decisions in cases of several 


5* Supra note 47. 5 Id, at 579. 
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different groups. First, there are the cases where performance of a contract be- 
tween private parties that was initially valid under the law of the State having 
appropriate jurisdiction has been rendered impossible by an exercise of federal 
power directed toward some recognized federal objective. The contractual obliga- 
tion is displaced as an incidental result of the exercise of a federal power legitimate 
in itself. In this classification we may place the first of the Gold Clause Cases®® 
and cases like the Louisville Railroad case.*" Second, there are the cases dealing 
with the revocation of corporate charters, which authorize activities such as the 
operation of a lottery, or the maintenance of what would amount to a nuisance at 
common law. These charters are held to be “congenitally defective” as contracts. 
The states’ police power cannot be bargained away. Although such charters have 
a tentative initial validity, they are not contracts protected by the clause forbidding 
legislative impairment in Article I, Section 10 of the Constitution. Decisions which 
illustrate this classification are those in Stone v. Mississippi®® and Beer Company v. 
Massachusetts.° Third, there are cases in which certain classes of agreements which 
are regarded as contracts in many legal situations are held to be outside the pro- 
tection of the impairment clause; for example, marriage contracts, Maynard v. 
Hill, and executory agreements for the payment of salaries or commissions to 
state employees, Butler v. Pennsylvania®' Fourth, there are cases where legal inci- 
dents attaching originally to private contracts are held subject to abrogation, be- 
cause they conflict with some legitimate state policy embodied in appropriate legis- 
lation which, however, leaves unchanged the most substantial elements of the rights 
secured under the contract by virtue of the law originally applicable. Examples 
of this classification would be state laws abolishing imprisonment for debt,® state 
laws altering some of the incidents of the ownership of real property,® and laws 
altering the rules of legal procedure in relation to the enforcement of contracts 
which leave available a substantial practical remedy for the protection of all exist- 
ing contract rights.* 

It seems entirely plain that the renegotiable contracts entered into by the various 
governmental agencies prior to the effective date of the Renegotiation Act does not 
fall within any of the categories just distinguished. 

Since these contracts are entered into by the accredited agencies of the United 
States, on behalf of the United States itself in a substantial sense as the real party 
in interest in every case, there is no room for the application of the remote analogy 
of cases where legislation supervening upon private contracts formed under exist- 
ing law has been held to have the effect of displacing or modifying the initial 
private rights and obligations arising out of such contracts. The war contracts to 


5° Norman v. B. & O. R. R., 294 U. S. 240 (1935). 
a +, Louisville & Nashville R. R. v. Mottley, 219 U. S. 467 (1911). 


® 101 U. S. 814 (1880). 58 o7 U. S. 25 (1878). 
25 U. S. 190 (1888). *1 10 How. 402 (U. S. 1850). 
®2 Penniman’s Case, 103 U. S. 714 (1880). * Eldridge v. Trezevant, 160 U. S. 452 (1895). 


Terry v. Anderson, 95 U. S. 628 (1877); Morley v. Lake Shore ” Co., 146 U. S. 162 (1892); 
Home Bldg. & L. Assn. v. Blaisdell, 290 U. S. 398 (1934). 
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which the renegotiation statute is addressed would seem to fall within the category 
illustrated by Perry v. United States, rather than within the category illustrated 
by the first Gold Clause cases.°° These contracts do not involve any attempt to 
“bargain away essential powers of the Government,” but are separable specific con- 
tracts whose obligations leave the general regulatory powers of the United States 
wholly intact. Such contracts therefore bear no resemblance to the “perishable” 
charter contracts under consideration in cases like Stone v. Mississippi." 

It is certainly doubtful that a statute providing for the recovery of profits earned 
by the independent contractors can be regarded as the sort of modification by 
retroactive legislation which leaves unchanged the most substantial rights under 
the contracts, while only minor incidents are altered. Obviously this statute is not 
a mere modification of legal procedure. It is not fundamentally a moratorium 
statute with appropriate safeguards for both debtor and creditor, and does not there- 
fore fall within the authority of decisions like the Minnesota Moratorium case.® 
Furthermore the underlying policy of the renegotiation law is directed in its pri- 
mary aspect to altering the obligation and effect of the contracts as an end in itself. 
It aims at “levelling the inequalities of fortune.”*® The renegotiation law cannot 
be regarded as a statute directed primarily to the accomplishment of ulterior ob- 
jectives, which incidentally and perhaps unavoidably displaces technical contract 
rights. The law upheld in the Minnesota Moratorium case had as its genuine 
primary objective the preservation of the class of independent farmers and home 
owners whose existence was theatened by the burden of their debts in a period of 
acute financial crisis and whose transformation into tenant farmers or itinerant 
laborers, uprooted from their own freeholds, would have involved sociological and 
moral consequences of the most serious sort. 

On the other hand, may it not be said that the consequences sought to be 
avoided by the Renegotiation Act are fully as serious? After making due allow- 
ances for the benefits of “incentive,” are not excessive profits derived from supply- 
ing the means to combat the common enemy, at a time of national danger and 
general sacrifice, as abhorrent as the prospects of an economically submerged class? 
True, it might be argued that in the renegotiation law the primary objective is a 
levelling of advantages derived from contracts established by free bargaining and 
that the attack on large profits derived from such contracts is an attack on the free 
enterprise system; also, that contracts made under a system of free enterprise be- 
tween parties among whom the Government departments are certainly not the least 
powerful and made for business purposes with profits contemplated by all concerned 
as likely to accrue to the independent contractors, can hardly be analyzed as having 
“congenital defects” which from their first formation expose them to retroactive 
legislative attack and deprive them of the protection of paramount constitutional 
safeguards. Again, it might be argued that the constitutional safeguards in ques- 


5 Supra note 48. °° Supra note 56. ® Supra note 58. 
*8 Home Bldg. & Loan Assn. v. Blaisdell, supra note 64. 
°° Coppage v. Kansas, 236 U. S. 1, 18 (1915). 
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tion were intended to protect the system of free enterprise and to preserve to con- 
tracting parties and property holders the fruits or advantages which they had gained 
by their business activity and their bargaining capacity; and if such contracts as 
these war contracts are vitiated by “congenital defects” in a constitutional sense, 
then the exceptional case has become the controlling rule, and all or nearly all 
business contracts will be found subject to retroactive legislative displacement. But 
these arguments should be evaluated against the hard facts, in the background lead- 
ing to renegotiation, that the sinews of war were urgently needed, that the “free” 
market of classical economics was absent, that the types of materials used were often 
new and their costs unknown. Finally, even if no “new” articles were involved, 
cannot the legislative power come to the relief of the buyer in a seller’s market, 
even if the government itself is the buyer? 

War contracts of the type covered by the renegotiation law have, of course, in 
certain circumstances been regarded as falling outside the range of the “congenital 
defect” doctrine, as is well illustrated by the decision and the reasoning of the 
Supreme Court in the recent Bethlehem Steel case." This case was a suit in equity, 
brought by the United States against Bethlehem Steel Corporation and its industrial 
subsidiaries for an accounting and for the recovery of sums paids under contracts 
for the construction of ships built for the United States under various wartime 
contracts entered into in 1917 and 1918. The Government argued that these con- 
tracts were invalid because unconscionable, specifying that the contracts were ob- 
tained under practical duress and that the profits were so grossly in excess of a 
standard established by common practice as to be accessible to recovery on equitable 
principles. Recovery was denied in the District Court, and this ruling was affirmed 
by the United States Supreme Court. In commenting upon the controlling issues, 
the Supreme Court said: 

“The profits claimed here arises under contracts deliberately let by the Fleet 
Corporation under authority delegated by the President in accordance with an Act 
of Congress. Neither Congress nor the President restricted the freedom of the 
Fleet Corporation to grant measures of profit common at the time. And the Fleet 
Corporation’s chosen policy was to operate in a field where profits for services are 
demanded and expected. The futility of subjecting this choice of policy to judicial 
review is demonstrated by this case... . Under our form of government we do 
not have the power to nullify it as we believe we should necessarily be doing were 
we to declare these contracts unenforceable on the ground that profits granted under 
Congressional authority were too high.”™ (Italics added.) 

Are the profits accruing under war contracts made prior to April 28, 1942, “granted 
under Congressional authority” in the same sense as the profits obtained by the 
Bethlehem Steel Corporation and its subsidiaries in the period of the first World 
War? Did the rights of independent contractors which accrued prior to the actual 
enactment of the renegotiation law become legally “vested” in accordance with the 


7 315 U. S. 288 (1942). 7 Td. at 308. 
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doctrine announced in that case? (The case, be it noted, was rendered on February 
16, 1942, with full cognizance of its implications under contemporary wartime con- 
ditions.) Or is there a distinction between a court’s refusal to lay down, without 
statutory sanction, a common law (or equity) contract doctrine of economic duress 
and the constitutional validity of a statute? 

The probability is that the Supreme Court will in the end give sympathetic 
recognition to the considerations that militate in favor of the constitutionality of 
the present renegotiation statute even in its retroactive application. In the first 
place, some of the war contracts made prior to April 28, 1942, may be found to be 
positively unconscionable within the sphere allowed for that concept, even under 
the liberal views expressed by the majority of the Supreme Court in the Bethlehem 
Steel case.” In the second place, while the contracts made prior to the statute are 
formally complete, it seems possible, in view of the extreme urgency of the Govern- 
ment’s military needs and the novelty of the industrial and accounting problems 
that had to be faced, to develop a doctrine that these contracts did not create rights 
of property that should be regarded as legally “vested” in all respects. From a factual 
standpoint these wartime contracts have had an experimental character in many 
instances. It would not be altogether surprising if, against a background of haste, 
lack of informative data, experimentation and tenuous moral claims to large profits 
at public expense in times of universal sacrifice, the Supreme Court should hold that 
contracts subject to renegotiation should be classified as possessing only a tentative 
or precarious validity in a legal sense, that is, as not creating legal rights so fully 
vested as to be protected by constitutional guarantees against any sort of reasonable 
and equitable “corrective” legislation. As Mr. Justice Daniel said in Butler v. Penn- 
sylvania™ with reference to the scope of the clause forbidding state laws impairing 
the obligation of contracts: “The contracts designed to be protected are contracts by 
which perfect rights, certain definite fixed private rights of property are vested. 
These are clearly distinguishable from measures or engagements adopted or under- 
taken by the body politic or state government for the benefit of all, and from the 
necessity of the case... .”"* (Italics added.) 

In spite of the lack of any specific precedent, it seems possible to recognize in 
these wartime agreements for the furnishing of war necessities, a special classifica- 
tion of contracts that because of the circumstances of their origin are subject to the 
potentiality of subsequent legislative adjustment. The “congenital defect” theory 
could, both in a logical and in a practical sense, be extended to cover this additional 
and limited class of contracts, without endangering the security of “perfect rights,” 

*2For, high as Bethlehem’s 22% profit seems to us, we are compelled to admit that so far as the 
record or any other source of which we can take notice discloses, it is not grossly in excess of the stand- 
ard established by common practice in the field. .. . The Government made no attempt to establish, 
nor is there any indication in the record that the profits realized by other shipbuilders were any less 
than Bethlehem’s.” U. S. v. Bethlehem Steel, 315 U. S. 288, 305, 306. ‘The dissenting opinion of 
Mr. Justice Frankfurter has special significance with regard to the probable judicial attitude in more 


extreme cases of “unconscionable” war profits. 315 U. S. 288, 312. 
"8 Supra note 61. Td. at 416. 
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fully vested rights of property, except in the same sense that these vested rights are 
already endangered by the admitted recognition of the “congenital defect” theory 
in other appropriate situations. 

And in the third place, the admitted constitutionality of retroactive income and 
excess profits taxation extending back over comparable periods of time, indicates 
that excessive profits, unlike most other terms and incidents of contracts, are not 
in their essential nature beyond the reach of federal legislation. While the formal 
differences between renegotiation procedure and excess profits taxation are obvious, 
the practical differences in the ultimate results are relatively small, especially if we 
consider the more searching forms which excess profits taxation might take, with- 
out violating constitutional limitations. Special income taxes applicable exclusively 
to income from certain designated sources have already been resorted to, as in the 
instance of the special tax on the profits of sales of silver."* The only kind of uni- 
formity that is constitutionally requisite with regard to income and excess profits 
taxation is geographical uniformity." There is no fundamental reason why a 
special income tax could not be laid on the excessive profits gained from contracts 
for necessary war supplies. 

The most hopeful basis for attacks on the rulings under the renegotiation law 
would therefore seem to be, not the basic constitutionality of the statute, but the 
maladministration thereof in specific cases, if such can be demonstrated. In this 
field as in other fields the rights secured to the individual under procedural due 
process must be observed. Arbitrary discrimination, radical unfairness in proced- 
ural methods, or intentional disregard of the practical standards which the statute 
must be regarded as laying down, cannot be reconciled with constitutional safe- 
guards. Such abuses will doubtless be recognized in appropriate instances as grounds 
for judicial relief, but such cases should be dealt with on an individual basis, and 
ought not to be disposed of through a blanket condemnation of the entire statutory 
plan. 

*5 48 Star. 1178 (1934). 

7 United States v. Hudson, 299 U. S. 498. The Silver Purchase Act of June 19, 1934, imposed on 
all transfers of any interest in silver bullion, where the sale price exposed a profit over the original cost 
and allowed expenses, a tax of fifty percent of such profit. The tax was to be paid by affixing to a 
memorandum of the sale stamps to the amount of the tax. The tax was analyzed by the Supreme Court 
as a special income tax, and upheld as constitutional on this basis. 

In delivering the unanimous opinion of the Supreme Court in this case, Mr. Justice Van Devanter said: 

“The taxing provision does not impress a tax in respect of all transfers but only in respect of such as 
yield a profit over cost and allowed expenses. If there be no profit there is to be no tax. If there be a 
profit the tax is to be 50% of it. Because of this, counsel for the Government contend that the tax is a 
special income tax; and we think the contention is sound. 

It is not material that such profit is taxed, along with other gains, under the general income tax law, 


for Congress has the power to impose an increased or additional tax, if satisfied there is need therefor.” 
(Italics added.) 
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Hutt Lawrence Witson* 


“Hither came Jack Spicer and talked of Exchequer matters and how the Lord Treas- 
urer hath now ordered all monies to be brought into the Exchequer, and hath settled 
the King’s revenues and given every general expense proper assignments; to the Navy 
£200,000 and odde. He also told me of the vast trade of the goldsmiths in supplying 
the King with money at dear rates.” Prpys’s Diary, December 29, 1662. 


I. INrRopucTION 


The problem of economical procurement of the weapons of war is not new. 
The recurrence of war merely presents the question in new dress. Jack Spicer and 
the inimitable Pepys may have thought they were conducting a sprightly and unique 
discussion. But others had argued such matters previously, and the discussion con- 
tinues unabated today. There may be novelty in the modern note, however. If 
there is, it is in connection with the procedure which is labelled “renegotiation.” 


True, renegotiation is not entirely new. The history of states whose power was 
embodied in autocratic sovereigns is replete with instances of ex post facto adjust- 
ments of loans, for example. At times the lender was put off with promises of one 
kind or another, again he received a monopoly or a grant instead of the repayment 
of gold—and sometimes he was “liquidated.” These various policies might be called 
“renegotiation” of a sort. Renegotiation on such a level would be no novelty. But 
the faith which the citizen placed in the stability of state obligations had latterly 
grown to such stature (almost one of the “folkways” of modern business) that any 
change in the nature of such obligation, such as renegotiation, would result in imme- 
diate protest. 


When one of the members of Congress says: 


“. .. there is no such thing as a contract with the Government any more. The business- 
man is obligated to the Government, but the Government is not obligated to him. You 
don’t need a law to renegotiate. This is just a play on words. That implies mutual 
consent. Anybody can amend a contract by mutual consent. This isn’t renegotiation. 
This is price adjustment, what you really call it, but there is no contract with the Gov- 
ernment any more, is there?”? 


*A.B., 1922, Upsala; J.D., 1928, New York University. Member of New York and Federal Bars; 
lecturer in government contracts, 1942, Pace Institute; special counsel, New York State Insurance De- 
partment in Norway, 1937; Production Controls Analyst, Washington office, Research Institute of America. 

2 Hearings before Committee on Naval Affairs pursuant to H. Res. 30, 78th Cong., 1st Sess. (1943) 
Vol. 2, 517-8. 
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he is giving voice to the fear, to the almost visible shiver that runs through the 
body of business at the slightest whisper that the days of autocratic sovereignty 
vis-a-vis business might return. 

Two observations may be made at this point. First, business and government 
are involved in a confusion of frames of reference. Renegotiation, its advocates have 
sometimes insisted, is identical with economical procurement; more, it is the only 
method of such procurement. Frequently the opponents of the statute have per- 
mitted themselves to be taken in by this assumption. Renegotiation is but one of 
the means of economical procurement—there are others. 

That renegotiation is not the only method by which excessive profits may be 
recaptured is evident from the testimony of the former Chairman of the War 
Department Price Adjustment Board before the Ways and Means Committee: 


“In the last 25 years, there have been no less than 170 bills introduced into the Congress 
for the elimination and control of war profits.” 


Second, it would appear that semanticism had achieved a triumph through 
passage of the renegotiation law. The principle of multiple definition had been 
applied—and the public had accepted “renegotiation” where it might have rejected 
“price adjustment.” 

Definition of “negotiation” is normally given as “deliberation, discussion, or con- 
ference upon the terms of a proposed agreement; the act of settling or arranging the 
terms and conditions of a bargain, sale, or other business transaction.” 

In the light of the definition it cannot be gainsaid that war contracts, in the 
main, were “negotiated.” Agreement may not come so readily on the proposition 
that the proceeding termed “re-negotiation” is anything like a second negotiation, 
deliberation, discussion or conference upon the terms of a proposed agreement, or 
arranging terms of a bargain, sale, or other business transaction. 

Certain quarters would more probably claim that the correct term should have 
been “re-dictation.” This, again, would be incorrect, since in the vast majority of 
cases, the original contract was not dictated, but negotiated. The shift in mean- 
ing, apparent through the use of the foregoing examples, evidences the funda- 
mental disagreement between the affirmative and negative side of the question of 
renegotiation. 

Having called attention to these two areas of confusion, the discussion of re- 
negotiation’s pros and cons will continue on the assumptions: (1) that renegotia- 
tion is not economical procurement in its entirety; (2) that renegotiation must 
be accepted as descriptive of the methodology used, regardless of opinion as to its 
definition. 

On two points there is agreement: (1) the immorality of excessive profits; (2) the 
ability of the price adjustment boards. As to the first, it would be a hardy individual 
indeed who would attempt the position that excessive war profits should not be 


* Hearings before Committee on Ways and Means on H. R. 2324, 2698 and 3015, 78th Cong., 1st 
Sess. (1943) 3, September 9, 1943. ® Brack, Law Dictionary. 
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avoided. The witnesses at the present and prior Congressional hearings were 
unanimous on this point. As well argue against the tenets of the Lord’s Prayer. 
It might be that some peace advocate should have advanced an argument: Since 
war itself is economically wasteful, perhaps war procurement should be as wasteful 
as possible, because only through a world-wide acceptance of the total economic loss 
which attends war, would we arrive at possibilities of continued world peace. But 
no such argument was presented. 

As to the second: the efficiency and the fairness of the members of the price ad- 
justment boards, their ability and background, have been fully recognized. With 
over fifty of such boards in the various departments and agencies, the fact that such 
outstanding groups of business men can be brought into work which for them in- 
volves a break in their normal working careers speaks most highly for the deter- 
mined efforts of the directors of the policy in government to provide as equitable 
procedure as possible. In considering the work of the armed forces on renegotiation, 
it should be remembered that any one of 22,000 contracting officers, at one time or 
another, might be called in to handle certain aspects of renegotiation. 

On the Navy Department Board sits a partner of one of the outstanding public 
accounting firms in the country; a president of a leading investment banking house; 
an outstanding attorney; other prominent accountants, lawyers, engineers and in- 
dustrialists. Similar prominence is evident in the membership of other boards. 
These men know business and its problems, they are not theorists. They give of 
their years of experience in a conscientious effort to reduce the cost of war. 

Because renegotiation is so novel in conception and so recent in operation, be- 
cause it touches both the advocates of free enterprise and government control to 
the quick, the writer has found in the utterances of the actors in the drama as 
played before various Congressional committees the most vivid attacks and defenses. 
In presenting the pros and cons, therefore, in two sections of this article, numerous 
quotations will be given. Indulgence of readers who are not overly fond of read- 
ing “chamber drama” is asked. At the same time assurance is given that no sub- 
stitute statements could be as vital as those spoken words reported in the hearings 
of the Congressional committees. The Jack Spicers and Samuel Pepys’ of 1943 have 
devoted time, ingenuity, sincerity and no small amount of heat to this battle. 

Treatment of the pros and cons involved in the debate over renegotiation pro- 
cedure will be grouped under the following headings: War Profits Controls in 
Other Countries, Arguments for Renegotiation, Arguments Against Renegotiation, 
Striking the Balance.* 


‘Discussion of economic and juridical aspects of renegotiation are to be found in a number of 
recent law reviews: Steadman, Renegotiation of War Contracts (1943) 42 Micu. L. Rev. 1; Jud- 
son, The Renegotiation of War Contracts (1943) 10 U. or Cu. L. Rev: 193; LaBrum, Some Recent 
Developments in Renegotiation of War Contracts (1943) 91 U. or Pa. L. Rev. 714; Withrow, The 
Control of War Profits in the United States and Canada (1942) 91 U. or Pa. L. Rev. 194; Notes 
(1943) 11 Geo. Wasx. L. Rev. 227; (1942) 37 Inu. L. Rev. 155; (1942) 16 So. Cartr. L. Rev. 31. 
Also, Patterson, Renegotiation: What It Is: What It Does: How It Works (Jan. 1943) Dun’s Review, 8. 
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II, War Prorits Controts 1v OrHER CounrTRIES 


What is done about the profits picture in Britain, in Canada, in Germany, 
in Russia? Here we may find in four countries—two with a politico-economic 
system close to ours, one with a system admitting some private profit but asserting. 
state supremacy, one with a system generally denying private profit—interesting 
comparisons. 

1. War Profits Control in Britain. The Parliamentary Select Committee on 
National Expenditure in its Fourth Report® comments on government procure- 
ment procedure in the following words: 


“It has been quite apparent, for instance, that the departmental officers who have pro- 
pounded some of the more complicated types of contract have sometimes used terms 
which are misleading or conceptions which the business man has failed to understand; 
and in other cases they do not appear themselves to have understood the full implica- 
tions of their proposals. To contractors who are anxious to co-operate with Departments 
to the full, this vagueness is a source of worry and irritation, while to others it provides 
loopholes for evasion, and in all cases causes an avoidable waste of time and money in 
complicated and unnecessary negotiations.”® 


The British use four types of adjusted price contracts (1) cost plus a percentage, 
(2) cost plus a fixed profit (or management fee), (3) maximum price, (4) target 
cost (with a limit on payment of excess over the target). The Select Committee 
states that the two types of cost plus contracts “have no other merit than sim- 


plicity."” And further: 


“The Committee recognizes that in cases of urgency such types of agreement may be 
necessary; they also recognize simplicity as a characteristic of great importance. As to 
the maximum price contract they state it should be combined with a target cost; target 
cost contracts, they say, should be applied to ‘novel products in their early stages before 
a fair fixed price can be set for straight-run production.’ ”® 


Britain, with a 100 per cent excess profits tax, has no renegotiation statute. How- 
ever, in connection with the various adjusted price contracts, “post costing” or 
“auditing” after production has been completed, in order to determine direct costs 
and allowance of overhead costs, is used. 


As to such post costing the Committee reports: 


“If prior estimation can be sufficiently close for the setting of a target cost or maximum 
price, post costing will be applied to determine the final price paid and the bonus, if 
any, earned by the contractor for keeping his costs below the target figure. When no 
estimate is possible, post costing provides no more than an independent assessment of 
direct costs and a check on the overheads allowable. But post costing should be used for 
the detailed information it can be made of to yield on the price structure of articles 
which are to be the subject of further contracts.”® 


5 FourtH REPORT FROM THE PARLIAMENTARY SELECT COMMITTEE ON NATIONAL EXPENDITURE (Jan. 
23, 1941). 

®Id. at 6. "Hd. at 8. 
81d. at 9. ° Td. at 15. 
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And the Committee further says: 


“The weaknesses of this system as now used lie partly in the types of contract to which 
it is applied . . . partly in the impracticability of putting it into effective operation 
on a very large scale and partly in the failure of Departments to apply the system so as 
to produce a minimum of dislocation with a maximum of result.”?° 


And again: 


“The vast numbers of contracts with a costing clause which have been, and are still 
being placed by the Ministry of Supply alone are well beyond what existing staffs could 
hope to keep abreast of if detailed costing is to be applied sufficiently rapidly to allow of 
use being made of the figures in placing further contracts or fixing prices. Apart from 
this, the delay, inconvenience and disturbance of production caused by full and detailed 
costing is in some cases considerable and is likely to increase as the supply and the 
standard of ability of additional cost accountants become less satisfactory." 


The absence of an over-all renegotiation act in Britain, with provision for re- 
capture of profits, may have been the cause for this statement: 


“The evidence indicates that all the cost investigator can do is to bring abnormally high 
costs to notice and, unless the firm changes its methods or something is done by the 
Department to improve the firm’s efficiency, there is no reason to expect a reduction in 


future costs.””22 


On another phase of the ‘costing” problem, the Committee adds that: 


“It has been stated on behalf of firms in contractual relations with more than one Min- 
istry, or even with different branches of the same Ministry, that the costing methods 
employed may vary from department to department and that there may be cost inves- 
tigators from two departments separately taking out figures for the same product ab 
initio, and without making adequate use of the firm’s own accounts.”!% 


In Britain, of course, there is an excess profits tax at the rate of 100 per cent, and 
accordingly, to a large degree the question of rates of profit has not been so far to 
the front. Yet the Committee did make certain comments on profits. It regarded 
the proposal of “standard rates” and stated: 


“It is recognized that in fixing any standard rates a number of variable factors must 
be taken into consideration in each case, such as whether the work is novel or repetitive, 
the rapidity of turnover, the proportion of subcontracting and the amount of assistance 
from public funds. But the elimination of unnecessary bargaining on each individual 
contract offers such important advantages that every effort should be made to arrive at 
standard rates calculated with reference to a fair return on capital employed.”!* 


The suggestion had already been acted upon by the Costings branch of the 
Ministry of Supply which computes profit as a certain percentage of capital em- 
ployed whenever a contract is “costed.” And it was reported in the hearings of 


201d. at 15, 16. 
117d. at 16. 28 7Id. at 17. 


181d. at 21. 


141d. at 22. 
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the Ways and Means Committee that more recently England is allowing 74 per 
cent, before taxes, on invested capital.’® 

It is seen, following the arguments presented in the quotations from the Report, 
that Britain, having a certain amount of renegotiation in connection with many 
contract types and profits thereof, is still operating without renegotiation recapture 
of excessive profits. These are supposedly taken care of through the 100 per cent 
excess profits tax. 

In its recommendations, moreover, the Committee had this statement to make 
on the question of profits: 
“Rates of profit should be related to capital employed; and that some degree of uni- 
formity is highly desirable; but, since a simple fixed rate is hardly feasible, agreements 


to cover particular industries should be encouraged, though some flexibility should be 
retained to offer special incentives for special efforts.”1¢ 


2. War Profits Control in Canada. The Canadians have not adopted over-all 
renegotiation as we know it. They have been the foremost promoters of the 
“target price contract.” The development of the system was due, perhaps, to the 
fact that most items of munitions made in Canada were based on British proto- 
types. The Economist (London) in describing the system had this to say: 
“Usually the price of the British manufacturer was converted into Canadian dollars. 
The Canadian contractor was allowed the target price—usually the British price plus a 
small profit—as a basis upon which to get into production on a portion of the initial con- 
tract, say 10 to 20 percent. The price was subject to audit. If manufacturing became more 
efficient and costs were found to be falling the contractor was allowed his costs plus 
profit—the prevailing profit has been 5%. In addition, as an inducement to efficiency, 
he was allowed a percentage of the spread between the original target costs and his 

“actual cost.”17 


This type of contract has been adopted in the United States and is used today 
by the Army to a considerable degree. 

If the contract form is advantageous in Canada and works in the United States, 
it is quite possible that the future use of renegotiation can be considerably reduced. 

3. War Profits Control in Germany. Under-Secretary Patterson’s article on re- 
negotiation’® dealt so authoritatively with German war contracts procedure that it 
has become a basic source for that phase of the world-wide government procure- 
ment problem. The Under Secretary first called attention to the fact that prices 
paid in Germany for war materiel are not set for each individual firm on the basis 
of its costs, but “are -based in general on the costs of a group of suppliers and 
correspond to those of a representative producer within that group.” Thus all 
manufacturers whose costs are within the lowest range are put in one group; other 
manufacturers with higher costs are classified in other groups. The prices are 

*® Hearings before Committee on Ways and Means, supra note 2, at 79. 

*©FourtH Report, supra note 5, at 36. 


*7 THe Economist (London, September 5, 1942) 303. 
8 Supra note 4, at 11-12. 
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enforced as well as in the case of contracts previously made and contractors may not 
refuse to accept an order or delay delivery on the ground that the price is out of 
line. Manufacturers in the lowest cost group are given a reward through a pro- 
vision that their profits will not be subject to the excess profits tax deductions, 
Such firms also are given favored treatment with respect to priorities for materials 
and labor. Firms not in this category are accordingly at a disadvantage. If con- 
tract orders are to be cut the higher cost firms will lose such orders first. 

The power of the state under the German contracting system, it is seen, goes 
far beyond the mere question of excessive profits. Its main aim has been to keep 
production at a high level during the war. By so doing, and with the efficiency 
and reduction in costs forced by the war, German industry would be prepared, in 
the minds of German leaders, to enter foreign markets after the war. 

The German contract and profit control system, it will be seen, is far more 
stringent than the renegotiation procedure which has been developed in the United 
States. 

4. War Profits Control in Russia. “In the Soviet Union the land, industry, 
the banks and the transport system are state property, that is, belong to the whole 
people.”?® 

In the light of the foregoing and in view of the well-nigh universal conception 
of the state ownership “of everything” in Soviet Russia, how is it possible to speak 
of war profits in that country? 

An interesting article by John N. Hazard of the Division of Soviet Supply, 
Office of Lend-Lease, on Russian Government Corporations” helps to bring to 
mind the fact that corporations do have profits in the Soviet Union. Thus, from 
profits a fund must be set up for improvement of workers’ conditions. This sum 
is taken from the profits of the corporation at the rate of 10 per cent. 

In such corporations the administrative responsibility is in the hands of the 
director of the corporation. 


“The director is held responsible under the criminal code if his enterprise produces 
goods which are below the standards set for the industry. Penalties for this offence have 
been increased since the outbreak of the present war to a term of from 5 to 8 years 
imprisonment.”1 


But much of the procedure of business is similar to that prevailing in other 
economies. Written contracts are entered into for purchases and sales of materiel. 
These contracts often contain the conditions needed in working out the plans called 
for under the over-all economic planning of the state. 

The profit and loss position of the corporations is reported frequently. Says 
the author referred to above: 


18 Jorre, EcoNoMIc PLANNING IN THE U. S. S. R. (Foreign Languages Publishing House, Moscow, 
1939) 8. 

2° Hazard, Soviet Government Corporations (1943) 41 Micu. L. Rev. 850. 

1 Id. at 860. 
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“If the profit and loss statement of a corporation, shows a loss when it is filed monthly 
and at the end of the year with the Commissariat of Finance to which the corporation 
is responsible and with the corporation’s branch of the State Bank, as required by law, 
either of two conclusions may be drawn. The management has not come up to expecta- 
tions or the planned prices are at fault. A review is made by the Commissariat to 
determine which is the cause. If the profits were larger than expected, either the man- 
agement has proved more efficient than anticipated or prices were erroneously set. A 
review will likewise determine the cause. . . . By introducing this state accounting 
system the government inaugurated a method of automatic control requiring inspection 
only in cases of unexpected variation from the anticipated result. It also introduced a 
record which management could affect by good or bad work and thus provided an 
incentive to greater personal effort.”?? 
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World-wide Similarities. This brief survey of war profits control methods 
(other than taxation) used in four leading countries, reveals that irrespective of the 
economy prevailing in each country, profit control through contracts (1) aims at 
reducing the cost of goods produced; (2) attempts to achieve this end either by 
setting definite cost limits prior to the contract or by post-auditing; (3) aims at 
assuring incentives, by providing some sort of bonus, premium or advantage, so 
that war materiel will be produced at a high level of output. All of them have 
an inescapable common denominator: they do interfere with the internal manage- 
ment of the business by compelling revelation of accounts and reports. What 
American proponents and opponents think of the system of profit control worked 
out in our renegotiation procedure is revealed in the following sections of this 
article. 

III. ArcuMENTS FoR RENEGOTIATION 


The wrench to American conceptions of contract stability, to the ideal that 
legal processes should operate under law rather than men, brought about by re- 
negotiation, is not minimized even by its proponents. 

In opening his testimony before the Ways and Means Committee, the former 
chairman of the War Adjustment Board said: 

“In my judgment as an individual, it (renegotiation) is a dangerous and un-American 


statute, but we are in a dangerous and destructive war which justifies unusual precau- 
tions and conditions.”8 


The Under Secretary of the Navy, speaking before the House Naval Affairs 
Committee, stated: 


“Neither I, nor, I am sure, the Under Secretary of War, welcomes this task. It would 
be far simpler if we could leave the recovery of excessive earnings to some other agency 
or to an automatic machinery. That is the easiest path. But I could not in conscience 
say to you that I believe that there is any formula by which excess profits could be pre- 
vented on an over-all basis. 


"21d. at 866. 
*8 Hearings before Committee on Ways and Means, supra note 2, at 2. 
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“Renegotiation is not a perfect solution any more than there is a perfect solution to 
war. It is too vast, and anyone who would undertake to say that the method used in 
dealing with this volume of business was the perfect one, I think wouldn’t be com- 
petent to appear before your committee. There are no perfect answers. But this we 
believe is the nearest and the best that we have found to date.”?4 


All the arguments in favor of renegotiation must hang on the central point: 
inordinate profits must be prevented in war time—but at the same time sufficient 
profits must remain to provide an incentive for efficient war material production. 

The savings effected by the renegotiation procedure will no doubt be more 
fully treated in other articles in this publication. 

In general, however, the savings have been effected (1) through recapture of 
excessive profits and (2) through reduction in prices to be paid for materiel on 
future delivery. 

The total savings reported on September gth to the Ways and Means Com- 
mittee by Mr. Karker was $3,955,845,000. Of this sum recaptures accounted for. 
$1,787,923,000 and price reductions $2,167,922,000.”° 

These total savings were the result of 4,866 cases reviewed up to the end of July, 
1943. ‘These were not contracts, it should be remembered, but cases of various 
contractors some of whom may have held numerous government orders. 

The examination of these cases revealed that about 4o per cent of the contracting 
companies had not made excessive profits. The excessive profits of the remaining 
60 per cent of contractors ran about 16 to 1614 per cent of selling prices. On the 
total of contracts covered, the recoveries and the price reductions combined 
amounted to about 10 per cent of selling prices. Somewhere between 6 and 7 per 
cent of the contracting companies lost money on their production for war.”® 

What was the cost of this activity to the government? Estimated annual expenses 
of the War Department Price Adjustment Board were given as $3,522,300;7" Navy 
Department expenses were estimated at $750,000.78 What may have been estimated 
or spent by other renegotiating agencies would probably not bring the total costs 
above $5,000,000. 

That renegotiation has resulted in substantial savings cannot be successfully 
denied. Later figures will no doubt show more economies. 

The above savings might be reduced by deducting the amount which would 
have been collected through the excess profits tax. But in spite of that deduction, 
say its advocates, the ultimate savings would still be huge. 

The proponents of renegotiation, over and beyond the savings to which they 
could point, were also of the opinion that renegotiation had not injured the finan- 
cial position of the companies renegotiated. Thus one member of the Ways and 
Means Committee introduced a report showing effects of renegotiation on 28 cor- 


°*4 Hearings before Committee on Naval Affairs, supra note 1 at 410, 411. 
°5 Hearings before Committee on Ways and Means, supra note 2, at 92, 93. 
267d. at 93, 94. 27 Id. at 13. 

°8 Hearings before Committee on Naval Affairs, supra note 1, at 449. 
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porations; seven of these had not had their 1942 net earnings per share reduced 
by renegotiation, while numerous others had been reduced in earnings by com- 
paratively small amounts per share.” 

In addition, the Under Secretary of War called the Ways and Means Commit- 

tee’s attention to the fact that the Government had at its command certain other 
powers which it could have used in placing contracts which might have resulted 
in much more serious financial positions for contracting firms: 
“He (the contractor) is in no worse condition than he would have been at the outset 
if we had not agreed upon a price and we had seen fit to place a mandatory order with 
him, because of the exigency of war, at a price of our own setting, and what we thought 
was a fair price. We do that largely today. It is necessary that we should do it, of 
course, for the conduct of the war.”®° 


In summary of the position of those defending renegotiation, it may be said 
that the procedure has resulted in savings; that in the over-all picture of business, 
while it has reduced some earnings, there is no instance given of a case in which 
a firm was forced to close its doors because of renegotiation. Finally, there remains 
the possibility that the government might have used the “mandatory order” pro- 
cedure, and refrained from doing so, relying rather on the incentive of reasonable 
profit and the patriotic endeavor of the producer to make as much materiel as he 
possibly could. 

When this is said, the main argument for renegotiation has been given. It is 
at this point that the difficulties of constitutionality, definite formulae for settle- 
ment, the right of appeal, etc., enter the picture. These are very serious objections, 
they go to the heart of the American way of life—they are the arguments against 
renegotiation. 

IV. THe ArcuMent Acarnst RENEGOTIATION 


It has become almost traditional to lead off every presentation of reasons against 
renegotiation with a statement of its main fault: that it is a law not of principle 
but of men. While that is truly its great defect, let us first examine further the 
financial accomplishments of the law. 

1. Savings effected by renegotiation are not correctly stated in light of tax 
recoveries. 

According to the estimate of the National City Bank of New York, 70 per cent 
of the total amount recovered would have been collected through the excess profits 
tax. The correctness of the estimate may be checked against the statement of 
the War Department’s Price Adjustment Board’s former Chairman, who stated 
before the House Naval Affairs Committee: 

“The highest possible corporation tax for 1941 was approximately 72 per cent. The 


maximum corporation tax for 1942 is 72.8 per cent on over-all earnings of 81 per cent 
on any increment of earnings, after the post-war credit. Thus so far as a corporation is 


°° Hearings before Committee on Ways and Means, supra note 2, at 889. 
071d. at 826. id. at's. 














386 Law anp ConTEMporaRY PRoBLEMS 


concerned, the minimum difference between recovery in renegotiation and recovery under 
taxation is 27.2 per cent when the 80 per cent over-all rate is reached and 19 per cent 
on any increment if the over-all rate is not reached. In many instances the difference is 
much greater.”8? 


If the average figure of 70 per cent is used, then if, for example, a possible g bil- 
lions of dollars might be saved by renegotiation $6,300,000,000 would have been 
recaptured through taxes and renegotiation savings would have amounted to 
$2,700,000,000. Such a sum, whether recovered through recapture of profits or by 
price reductions, is a saving which might be sufficient to overcome many objections, 

2. Of purported savings through renegotiation, a large percentage would have 
been recovered through contract adjustments. 


The base figure advanced by proponents of renegotiation of $3,955,840,000 in- 
cluded price reductions in the amount of $2,167,922,000. This is 54 per cent of 
the amount reported as recovered. Figuring this percentage on the sum of 
$2,700,000,000 which could be saved in the example in the preceding paragraph 
only through the renegotiation statute, this would give total savings from price re- 
duction of $1,458,000,000. ‘This saving might not otherwise be made since many 
earlier contracts did not contain price adjustment clauses. 


Mr. Karker’s figures may be checked with those later submitted by the Under 
Secretary of War. Reporting on figures for the War Department alone, as of the 
end of August, Mr. Patterson showed total adjustment of $2,949,000,000 on 
some $28,100,000,000 of approximate contract value. Recoveries amounted to 
$1,399,900,000 and price reductions to $1,549,100,000.**7 Here again we have a figure 
of approximately 10 per cent in savings. 

As against this saving and the cost to the government, which has been stated 
previously, business has claimed that the cost of renegotiation to it has been a 
heavy burden. 

One of the members of the Ways and Means Committee said: 


“I went into the office of one large cotton mill that is perhaps devoting less than 20 
per cent of its full output to Government material, and they showed me a room in 
which they had four auditors and eighteen young ladies and men engaged in separating 
the cost items of this 20 per cent that went to the Government.”84 


During another day of the hearings, the following exchange took place: 


“Mr. Knutson. 1 had a gentleman call on me the other day who is in the lumber busi- 
ness. He is connected with one of the larger companies. He told me that they had 
been put to an expense of about $3,000, after which no renegotiation was had. 


“Mr. Karker. They had a renegotiation and they presumably had a clearance. But he 
means he was not required to pay back anything. 
82 Hearings before Committee on Naval Affairs, supra note 1, at 1000. 


*3 Hearings before Committee on Ways and Means, supra note 2, at 820. 
47d. at 861. 
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“Mr. Knutson. Well, he was not required to pay back, and I am just wondering how 
much money it has cost American industry to prepare for such an ordeal, out of which 
nothing came in the way of return. 


“Mr. Karker. Without question, Mr. Knutson, I think something came out of that, and 
I think his expenditure of $3,000—assuming that figure is correct—was fairly modest 
expenditure under those circumstances.”35 


The over-all cost to business, if the average renegotiation costs for preparation 
averaged $10,000—some may have cost much less, others much more—might run as 
high as $50,000,000. 

But all in all, the conclusion seems inescapable that the cash recovery and price 
reductions brought about through renegotiation have been very substantial, and at 
a cost, both to government and business, which does not figure largely when the 
ultimate recoveries are borne in mind. 

No, if renegotiation were to be discarded it would not be on the basis of its 
expensiveness or its failure to show worthwhile cash savings. It would be rather 
because of its damage to certain American principles and the possibility that there 
are other methods which would result in as large savings without violation of those 
principles. 

3. Renegotiation does not operate on definite principles covering all cases. Under 
this objection come such arguments as “renegotiation is a method of men, not of 
law,” “renegotiation does not deal equitably with various firms,” “business does 
not know what to expect,” “there is no over-all formula.” 

An illustration of the combination of these objections in the minds of business 
men appears in testimony given before the House Naval Affairs Committee by the 
Vice President of the General Electric Corporation: 


“Mr. Maas. Mr. Rockey says he has no yardstick and he has no formula. He has a 
great many factors that are taken into consideration, but he can’t tell us any formula 
for the weight that has to be given to each factor. Do you believe it is feasible or 
practicable to devise a formula, in general terms at least, upon which renegotiation would 


be based? 


“Mr. Shreve. 1 don’t think it is. I think that is one of the reasons renegotiation is not 
a good approach to the problem. 


“Mr. Maas. What is there that so disturbs industry about renegotiation? 
“Mr. Shreve. The uncertainty. 
“Mr. Maas. The uncertainty of what will be allowed plus the time that it takes? 


“Mr. Shreve. Right, and the length of time that the books have to remain open, really, 
before there is any degree of certainty as to what the financial performance of the com- 
pany has been. 


51d. at 66. 
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“Mr. Maas. Of course, your books remain open for a long time with the Treasury 
Department. 


“Mr. Shreve. We have gotten used to that. This is another one on top of it.”8¢ 


This testimony by an executive of one of the leading corporations of the coun- 
try is repeated in varying terms by officers of other firms. 

Speaking for the Johns-Mansville Corporation, its President, Mr. Lewis H. 
Brown, said: 


“No manager can do any really intelligent planning of his financial future with these 
uncertainties pending. Nor do we in industry want to look forward to years of litigation 
and quarreling with our Government. ... American industry has done a magnificent 
job of producing the material of war. It has gladly subjected itself to higher tax rates 
and higher excess profits taxes than it has ever before experienced. If it is necessary 
to win the war we believe heavier taxes should be levied. If after all these taxes are 
levied there are profits left that are in fact excessive, then we believe some method such 
as the renegotiation law should be available to clear up the matter quickly and get it 


behind us.”87 


Perhaps the apogee of this feeling on the part of business with respect to the 
renegotiation procedure is found in the testimony of Mr. J. F. Lincoln, President 
of the Lincoln Electric Company, before the House Ways and Means Committee: 


“T talked to you a lot about efficiency. I now want to talk about the last point, and that 
is the un-American law wherein five men can ruin any industry of this country, and 
where five men have already, in certain cases, laid the ground work for such ruin. 


“I do not believe that the winning of this war is nearly so important as is the freedom 
of the individual in the United States. If we finish the war in the position which we 
are in now, in which the executive branch has the right, without recourse, to hold up 
to any individual the fact that he cannot do anything except at the behest of the 
Executive, then the United States, as a free country, is gone... . 

“Now, it is not important, relatively, whether we win this war. It is of outstanding 
importance whether we continue or ever do regain our liberty.”8° 


Mr. Robertson of the Committee, inquiring further into the statement of the 

witness “that it is not important relatively whether we win the war or not, and 
that our personal freedom at this time is of more importance than winning the 
war,” received this answer: 
“Mr. Lincoln. Mr. Robertson, I did not say that. I said this: that, relatively, it is 
more important that we retain our freedom than it is that we win the war. If we win 
the war and lose our freedom, we have made no advance over what would have occurred 
had we lost our freedom—which we would have done.”®® 


Continuing the general objection against the renegotiation law, the president 
of a construction company had this to say: 


8° Hearings before Committee on Naval Affairs, supra note 1, at 598. 


877d. at 541. 
58 Hearings before Committee on Ways and Means, supra note 2, at 347. 


3° Td. at 348. 
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“We feel that the renegotiation law is thoroughly un-American and has no place on the 
statute books of this country. We believe an honest mistake was made by Congress in 
passing this law, as it did not realize what a destructive instrument had been placed in 
the hands of the Renegotiation Board. If the Congress feels that more money should 
be wrung from industry, why not get it over in one operation and increase the tax 
assessment against corporations, which are already at the breaking point.”*° 


Another witness had this to say: 


“Since the Board can only renegotiate downward, the contractor knows that he comes 
in to get clipped. That is why they call the government agencies benzine boards in so 
many instances. When they are brought in, they know they are in for a cleaning.”** 


Renegotiation proceedings under the administration of thousands of government 
officials and contracting officers are, of course, subject to the personalities involved. 
Thus one witness before the Ways and Means Committee said: 


“From there I will digress and state it is rather the method which has been taken by the 
people who came to renegotiate than the fact of renegotiation itself we object to. 


“Now, when I attempted to tell the Major from the Department who came to see us I 
was told the problem we had to go through, he said it was irrelevant and had no bear- 
ing, that is your duty. We do not care to discuss it. 


“So I said, ‘Very well, sir, we have nothing to say. You will have to do the talking 
and tell us the story and we will listen.’ 


“So we were told what we could have, what was due us, as partners, and I might say 
here that in the first year that these young men were organizing this business they were 
working for far less than they were able to earn in working for others, but with the 
thought of establishing a business for themselves, they made that contribution. 


“As a matter of fact, two of them are married, and partly living on some of the earnings 
of their wives because we could not get the financial assistance other than I provided 
from personal funds, and it had to go back in the business to expand it. 


“We have no complaint to make about that. We took the risk and we have made some 
money. Consequently we think we are entitled to some compensation for it, but it 
seems the officer in charge of renegotiation thinks our effort was not the consequence— 
when I tried to stress the fact that in view of the fact that we had practically done all 
of this work on the basis of competitive bids and had therefore contended that our profits 
were due to efficiency and effort, we were told that was irrelevant also, that ‘efficiency’ 
should pay for ‘inefficiency,’ those words verbatim were said to me, and I desire to 
insert them in this record.”*? 


4. The renegotiation procedure fails to comply with fundamental legal principles. 
When the Under Secretary of War presented his testimony to the Committee 
the total effect of complaints as to uncertainty, inequity, rule by men rather than 
law, came to a climax. Perhaps no better summary of all the pent-up feeling with 
respect to renegotiation can be found than the exchanges which took place between 
the Under Secretary and members of the Committee. 
“Td. at 386. 


“2 Id. at 431. #7 1d. at 952. 
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Among the various points brought out during these exchanges were: 


(a) The complaint that contractors renegotiated were not given “bills of particulars’— 
a statement of the manner in which the renegotiation figure was arrived at; 

(b) The problem of appeal to the courts for review of the settlement; 

(c) Fear of reprisal; 

(d) Lack of standards in renegotiation as compared with taxation. 


a. Lack of bills of particulars. ‘The Chairman of the Committee on Ways and 
Means, asked these important questions: 


“The Chairman. If a contractor feels, Mr. Secretary, that he should not refund that 
which the Renegotiation Board, or those in control of the matters, call upon him to 
refund, and if they do not give him a bill of particulars, how is he to know whether he 
has any opportunity to go into court, or whether he should go into court, until he knows 
the contention of the government? 


“Mr. Patterson. Well— 


“The Chairman. If you say I owe you so much money, and I say I do not, and if you 
do not accept what I say I owe you, then I think you should be able to show some reason 
why I owe you the amount you say I owe you. That is, I think we should be able, 
without any prejudice either way, to have some tribunal determine it, to take it into 
court, where the court can get all the facts. If that were done it seems to me the con- 
tractor might very often, if the Government would show him where he owed so much 


money, be satisfied.” 


“Mr. Patterson. 1 doubt if the court would tell him, at the end of a complete break- 
down that his cost or his profits should be reduced so much, I doubt it; some might. 


“The Chariman. Do you feel in that respect, under your procedure now, that it is as 
fair to the contractor as it is to Government? 


“Mr. Patterson. I believe it is. Suppose, for instance, a contractor has made $60,000,000 
profit in a year, and we believe that under all the circumstances, and taking into account 
everything he presses on us, $30,000,000 is enough, but he should make us give him the 
reason, and break it down, and say, for the risk involved, $9,900,000, and for the extra 
services required, so much—I do not think it is possible to do that. 


“The Chairman. How can you come to a conclusion yourself, if you do not break it 
down in your own mind? You must have an idea about it yourselves. How can you 
come to a conclusion unless you break it down and know why he owes so much money? 
“Mr. Patterson. 1 think all you can do in that case is to figure out, at the time he took 
over the contract, how much you would have allowed him as a contract price.”*% 


On the same point of a bill of particulars, Mr. Disney of the Committee took 
up a line of questioning, referring to a previous contractor-witness: 


“Mr. Disney . . . who (the contractor) said that he was told by the Atlanta office, 
when he asked for a statement of reasons and facts upon which the decision was based, 
that your organization could not furnish them to him because that was ‘secret criteria.’ 
. . . Pursuing that a little further, under the statute, you are not required, in making a 
decision as to what are excessive profits, to give the reasons for your decision, are you? 


“8 7d. at 825. 
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“Mr. Patterson. No, not under the statute, and I do not believe you could give any 
analysis. You can talk and talk and talk about it. But when it comes down to the 
final pinch, what you say is, “Well, in view of all these factors, I think a profit of 
$1,000,000 is too much on this job and $500,000 would be enough; based upon all my. 
experience and all the factors of the case, and everything.’ Then if he says, “Why just 
tell me which factors make it unreasonbale,’ and so forth, you know very well that that 
cannot be done in all cases; it just cannot be done. 


“Mr. Disney. 1 do not know it, and I never heard of an American court that could not 
give a reason for his decision; and he is required to. In nearly all jurisdictions, he is 
required to set out a statement of facts and his conclusions of law.”** 


As can be seen from the foregoing excerpts of testimony, repeated questioning 
and answers to such questioning, brought no admission that a detailed bill of 
particulars could be given to contractors. The reason for the insistence on such a 
bill moved rapidly into a consideration of the next main problem handled by 
Mr. Patterson. 

b. Appeal to the courts for review of the settlement. 


After the last statement quoted from Mr. Disney, the Under Secretary replied: 


“Mr. Patterson. Yes, and when it is all said and done, after he (the Court) has done all 
of that, he says down at the end, ‘I therefore find the plaintiff in the sum of so much.’ 


“Mr. Disney. Yes; but the litigant has something to appeal on. 


“Mr. Patterson. But if the litigant then comes in and says, ‘Just tell how much did you 
allow for this and for this and for this,’ the judge tells him to go chase himself. 


“Mr. Disney. Judge, I am surprised at you, I really am surprised at you; in fact, I am 
astonished; I am astounded.*® 


“Mr. Patterson. You cannot possibly attribute one dollar of value to every single factor 
in every single case, and put a dollar tag on it and say, “This is $10 and this is $20.’ 
That is what I mean by saying that.” 


A few moments later Mr. Disney asked these questions: 


“Mr. Disney. 1 am trying to discuss this with you as two lawyers. If we were judges 
on the Court of Claims, and we take a look at this statute, we would want to know 
what standards formed the basis for the action of the executive department, or the War 
Department, would we not? If there were no standards, we would at once, as you said 
awhile ago, tell the litigant to go and chase himself, because there would be no means 
except a trial de novo to determine the application of the law, would there? 


“Mr. Patterson. Well, I did not say the judge would tell them to go chase themselves. 
I said that if he made an unreasonable demand and opposite each finding or conclusion 
put a dollar sign, I think the judge would tell them that, and so he would.”4¢ 


Prior to Mr. Disney’s questions, Mr. Jenkins, also of the Committee, had said: 


“,.. And let me say this, and see if I am not right about this. You also gave the im- 
pression that a man had easy access to the court. 


“*1d. at 844. *5 7d. at 844, 845. “1d. at 845, 846. 
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“The testimony before us, and the overwhelming testimony, I think the unanimous 
testimony, was that it is impractical to get into court in these cases. Do you know of any 
case that ever got into court? 


“Mr. Patterson. No, I do not know of any case where they finally failed to arrive at a 
mutual agreement. Several were headed the other way, but the only ones that have 
come before me have had a mutual agreement. 


“Mr. Jenkins. When you say ‘mutual’ agreement, that would imply an agreement with 
full accord; but you will not admit that there has ever been any coercion at all? 


“Mr. Patterson. No; there is no coercion... . 


“Mr. Jenkins. 1 am very sorry I voted for that law with all those things in it. I am 
very sorry that I voted for that bill when it gave you full and final determination. 


“Mr. Patterson. Subject to court review, of course. 
“Mr. Jenkins. ‘That is the point; but how do you get into court? 
“Mr. Patterson. They can find their way into the courthouse, all right. 


“Mr. Jenkins. 1 asked I suppose one of the best and most widely experienced lawyers 
in that line of business in this country, and he has not been able to get into court. So, 
so long as you take the attitude, Mr. Secretary—you and your board—that you are right 
and will not yield, then I want to say to you that you are making a grand mistake. 


“Mr. Patterson. The only question is whether we have not been too easy on contractors.”*” 


Here the excerpts on this problem have reached an impasse. On the one side 
an insistence on the right to review; on the other side an insistence that there is 
such a right. It is to be noted that the Lincoln Electric Company may perhaps 
furnish the first instance of resort to courts, since it has definitely refused the 
settlement offered on renegotiation of its Navy Contracts.*® 

However, Mr. Patterson stoutly maintained his position in response to questions 
from Mr. Reed of the Committee. 


“Mr. Patterson. 1 will bet you that when they (contract cases) get into court, if any of 
them take a case to court, any of the cases we have closed, there will not be a single 
dollar recovered by them. 


“Mr. Reed. Of course not; we know that. 


“Mr. Patterson. Because any court would say that the allowance made was a fair and 
reasonable profit on the business done. 


“Mr. Reed. They would be bound to, because those are the findings of fact, so that these 
men cannot get any relief. 


“Mr. Patterson. 1 am satisfied that that would be the common public opinion too.”* 


*T Td. at 837, 838. “8N. Y. Times, Oct. 21, 1943, Pp. 34, col. 4. 
“° Hearings before Committee on Ways and Means, supra note 2, at 839. 
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c. Fear of Reprisal. 


Rather than go into specific instances of complaint from business, excerpts will 
be given from statements by various members of the Ways and Means Committee. 


Mr. Jenkins had this to say: 


“But I want to say to you that I dare say it will be the unanimous experience of the 
members of this committee—perhaps I am going too far; perhaps it should be only go 
per cent of the members of this committee—that everybody with whom they have talked, 
who has been renegotiated, has been dissatisfied. 


“One Congressman appeared before us here the other day and said that he had been 
entertained by 86, I think it was, in his community, and each and every one of them had 
told him to be sure and not come back to Washington and give the names of any one. 
I know that every person I have talked with—and I have talked with dozens of them— 
have told me that I must not mention any names, and that they must not come to 
Washington.”5° 


Mr. Knutson of the Committee said: 


“Again I have a peculiar case in mind, and unfortunately I am not at liberty to name 
the company because of their fear as to what might happen to them if it be found out 
that they had been contacting members up here on the Hill. 


“Mr. Karker. That is a very unfortunate inference to leave in the record. 


“Mr. Knutson. It is unfortunate, but nevertheless it is the situation. We know it. No 
one can fight the Government. You have the Internal Revenue; you have the Wage and 
Hour Division; the Social Security Division; and all these other organizations who can 
at least make life miserable for any one who would not want to go along.”®4 


While Mr. Carlson said: 


“I think there is a definite fear of reprisal on the part of some of these contractors as to 
what might happen if they take the matter up with Members of Congress, or appear 
before the Committee in these hearings. Do you definitely state, to your knowledge, 
that there are no threats of reprisals or that there will be none? 


“Mr. Karker. Certainly I, speaking for myself, can say that there has been none, there 
is none, and there will be none. I think I can speak with equal certainty for the men 
engaged in renegotiation in the War Department, and by inference, because I know the 
character of the men who are engaged in this job in other departments, I think I can 
speak for them. But there are bound to be exceptions. I do not know what they are 
or where they will arise, but I think the fear is in much greater volume than the 
justification.”52 


As in the previous discussion of the lack of bills of particulars and access to 
the courts, one side insisted as sharply as the other that the alleged deficiencies 
in renegotiation procedure ought not to exist, and did not exist. But, that there 
is some reason to believe that these difficulties are present cannot, in the main, be 
denied. 


57d. at 836. 511d, at 68. -53 7d, at 78. 
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d. Lack of Standards Comparable to Tax Procedure. The ideas of the pro. 
pounders of the questions addressed to the Under Secretary on this point border on 
the proposition that taxation might be as efficient a method of recovering excessive 
profits as renegotiation, and less fraught with the dangers of uncertainty, inequities, 
duplication of effort, and so on. 

One portion of the questioning again centered on the lack of standards in re. 
negotiation, went in to the possibilities of a delegation of the legislative power 
without any standards. Mr. Disney asked the following questions: 

“Mr. Disney. If we should attempt to delegate our power to tax which is lodged here 
and no place else, we would have to do it with standards for the courts to construe, 
would we not? 


“Mr. Patterson. Yes. 


“Mr. Disney. Just as in the ‘sick chicken case,’ the courts upset the N.R.A. because we 
had tried to delegate legislative power without any standards. 


“Mr. Patterson. This could not stand as a taxing act. There is no doubt about that. 
It is too broad and too general. 


“Mr. Disney. Then, if it is an indirect delegation of power to tax, it is unconstitutional, 
is it not? 


“Mr. Patterson. That is an academic question, Mr. Disney, because no one could read 
the act and possibly think it was a taxing act.”5% 
A short time later Mr. Disney inquired: 


“This statute is almost as broad as the Congress writing a letter to the War Department 
and saying, ‘Go to it and collect the excessive profits in any manner that you see fit and 
to the extent you see fit’—is it not, unless there are standards to guide you? 


“Mr. Patterson. Well, there are no standards in it except the standard that it shall be 
fair and just, and I do not know what else you could do... . 


“IT do hope there will be no effort made, though, to write into the law a lot of conditions 
and restrictions and provisos and standards, and so on, because I am afraid it will be 
unworkable if we do. 


“Mr. Disney. Well the excessive-profit tax statute is not unworkable, is it? 
“Mr. Patterson. No, it is not unworkable. 
“Mr. Disney. It is not sufficient to meet this situation; is that your judgment? 


“Mr. Patterson. Well, I do not use it as a taxing statute. It is far more like the man- 
datory order statute. 


“Mr. Disney. You figure the excessive-profits statute does not go far enough and take 
the exorbitant profits. If it did, there would be no necessity for recapture, would there, 
if the excessive-profits statute were broad enough? 


“Mr. Patterson. Yes; 1 agree with you.”54 


53 Td. at 848. 547d. at 850, 851. 
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It might be interesting to go into other objections which were raised by the 
House Ways and Means Committee and the House Naval Affairs Committee. 
Thus a number of questions were asked on co-ordination between the various price 
adjustment boards; whether or not in renegotiation the renegotiators had in mind 
the non-governmental sales of contractors as well as their governmental sales; in- 
equalities of amounts left with contractors who were in the same line of business; 
qualifications of the renegotiating officials; the much discussed point of renegotia- 
tion before or after taxes; the bilateral or unilateral character of renegotiation. 

However, as will be seen in the summary which follows this section, the heart 
of the pro-and-con of renegotiation is mainly centered around the points which 
have been presented here through the words of committee members and witnesses. 


V. Srrrkinc A BALANCE 


Is it possible to evaluate the arguments for and against renegotiation and come 
away with a debit or credit balance? 

After reading the colloquies which have been quoted, one outstanding impres- 
sion remains: they were replete with what semanticists term “emotional referants.” 
Time and again the innate and perhaps unconscious prejudices of committee mem- 
bers, and witnesses, came to the surface. When the heat of argument is removed 
from these colloquies what remains to aid us in forming a final opinion on 
renegotiation ? 

To come to any abiding conclusion, it will be necessary to center all contentions 
under one point, on both the pro and con sides of the discussion. 

On the affirmative side we have one word: War. 

On the negative side another word: Constitutionalism. 

And topping all other considerations is one point: Winning of the war. 

The opponents of renegotiation admit this as readily as its proponents—but they 
insist that the war must be won under constitutional conditions. 

What are the subsidiary arguments on both sides? 

1. Proponents say that the war must be won with the utmost of economy; 
that renegotiation achieves this result since it is able to get at excessive profits 
which might be lost even with the use of a remodeled excess-profits tax. They 
claim that renegotiation gets the money back now when it is needed, and avoids 
long-drawn out litigation. They assert that by very reason of the lack of set stand- 
ards and bills of particulars they are able to reward efficiency, low-cost production, 
speed in production; that renegotiation results in the collection of a body of data 
which enables the government to obtain more favorable prices. 

Stripping the testimony of its emotional referants, it is clear that renegotiation 
has saved tremendous sums of money, even after giving due credit for sums which 
may otherwise be recovered through the excess profits tax. 

It is true that renegotiation recovers the money now. . 
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Through the use of the factors set forth in the Joint Statement the price adjust- 
ment boards have been able to reward efficiency, low-cost production, speed in 
production, novelty in production. The contracting officers, with the body of data 
which has been secured through renegotiation are in possession of information 
which aids them in procuring additional material at lower prices. 

On the material side of the picture, the dollars and cents side, renegotiation has 
fulfilled an important mission, it has performed a job which might otherwise have 
gone undone. 

2. The opponents of renegotiation, when in turn their statements are stripped 
of words of emotional content, are returned almost entirely to their arguments 
against its unconstitutional aspects; its “un-American” features; instances of alleged 
injustice; claims that the contractor is not provided with a day in court; that war 
production is hindered by diverting attention of producers from the main job of 
producing; that the contractor is not informed of the standards by which his profits 
are judged; that the recapture of profits leaves contractors in a dangerously weak- 
ened condition financially. 

It must be admitted that in normal times such procedure as renegotiation would 
not be usable—there would in the first place be no reason for it. And the chief 
danger of the renegotiation process may be the possibility that it would become an 
entering wedge for further interference in private business in time of peace. 

What is lost sight of is the fact that in time of war even more sacred constitu- 
tional liberties than that of freedom of profits may have to be infringed. Lin- 
coln, during the Civil War, as is well known, suspended the right of habeas corpus. 
During the last war and this, men have been taken from their personal careers and 
drafted into the armed forces. Censorship, of one type or another, has been imposed. 

That there are instances, perhaps numerous ones, where inequity has resulted, 
that business may to some extent be fearful of “reprisals”; that there are features 
of the renegotiation statute which should and doubtless will be changed, must be 
admitted. That to some degree production may have been slowed down, may 
also be true. 

But if the cost of war should be held to a minimum (and there is no disagree- 
ment on that proposition) some means of doing it had to be used. In the United 
States it was the renegotiation statute. 

Perhaps the “constitutionalists” should have been more vocal in their disagree- 
ment at the time the act was proposed. They were previously threatened with an 
over-all 6 per cent profit limitation act—to this there was sturdy opposition at the 
time. Yet, ironically enough, examination of the figures on recovery of excessive 
profits shows that the average profit left the contractor under renegotiation has 
been about 6 per cent. If the principle of constitutionalism was worth fighting for, 
it should have been defended at the time the 6 per cent limitation was proposed. 

Whether or not devotion to principle or the exigencies of expense in fighting a 
great war, or their combination, resulted in the British excess profits tax of 100 
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per cent is not to be discovered at this point. However, the Select Committee’s 
report,® referred to earlier in this article, had this to say: 

“It has been argued that the introduction of an Excess Profits Tax at the rate of 100 per 
cent makes insistence on the form of contract relatively unimportant. Further, it has 
been stated that this rate of tax has removed the incentive to cheap production, even 
from a fixed price contract. This latter argument, though not entirely correct, is sup- 
ported by evidence, and has considerable weight since it is true that no contractor stands 
to gain by an increase in his profits above the pre-war standard. It is outside the scope 
of the Committee’s inquiry to consider the reasons for the imposition of the Excess 
Profits Tax; but the Sub-Committee emphasize that cheap production is vital to the suc- 
cessful prosecution of the war.” 


In addition to the British 100 per cent excess profits tax the contractor is also 
specifically limited, at present, to 7% per cent profit on his contract. 

So that despite fears as to the lack of incentives to cheap production, the recap- 
ture of excessive profits has also gone on in Britain. And to a certain extent, 
Britain has a considerable amount of renegotiation, although there it is termed 
“post-costing” and takes place in specific contracts. 

The final conclusion must be: 

War is a known economic, physical, spiritual evil. During war each and every 
element of the community must bear its share of the hardships. To some this is 
brought home by actual fighting, wounds and death. To others it must mean 
separation, disturbance of careers, broken plans. Business has to bear its share as 
well. Its share is not only increased and sometimes difficult production problems, 
uncertainty as to the future, but also a certain and unpleasant amount of inter- 
ference with its daily processes. 

The inequities of renegotiation are being carefully considered. That there will 
be amendments to the statute, and that there will be changes in procedure, need 
not be doubted; witness the proposals of the now pending Revenue Bill of 1943. 

Once the changes are in effect, most of the damage of renegotiation will have 
been corrected, except those to injured feelings and, in a few instances, true, to 
profits which might have been “rosier” except for renegotiation. 

That large sections of American business have been so insistent in their oppo- 
sition to renegotiation is all to the good. We can never have too many, nor too 
active, opponents of undue governmental interference. Let us hope that represent- 
atives of business will continue as alert in their defense of a proper balance of “true 
liberties” during the days of peace; that in future normal times there will again be 
the freedom of all types which the war has interrupted. 

For business men who will have felt that their efforts, their long hours, and 
their successes in producing for war, have been unappreciated; who have flown 
“E” pennants from their flag-staffs while renegotiation officers were, they felt, 
failing to give all consideration to their efforts, there remains, in addition to a 


55 Supra note 5, at 21. 
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conviction that renegotiation is un-American, the fact that renegotiation achieved 
by its much-disliked procedure may some day afford business its greatest comfort. 
This possibility was best expressed by the Under Secretary of War at one stage 
of the Ways and Means Hearing, when, after a long and difficult line of question- 
ing, he said: 
“Mr. Jenkins, I will venture a prediction, if I may. That is, that after the war is over 
and everything is done, there will be a clamor in this country that there was profiteering 
during the war in spite of renegotiation; and this statute is simply designed to prevent 
profiteering and a crop of war millionaires.”** 


In that evil day, should it come, businesses which were renegotiated, and par- 
ticularly where the process was difficult, thorough and unpleasant, will have these 
proceedings and their settlement agreements to which to point. They may then 
be happy that they were renegotiated. Because of that procedure they may use the 
opening words of an old song: “Integer vitae scelerisque purus.” 

It is to be remembered that true economy in waging a war will redound to the 

benefit of everyone. Especially is this true in a democracy. One of the profoundest 
thinkers on problems of statecraft in a chapter entitled “On Liberality and Parsi- 
mony” had this to say of state expenditures: 
“Since, then, a prince cannot without harming himself practice this virtue of liberality 
to such an extent that it will be recognized; he will, if he is prudent, not care about 
being called stingy. As time goes on he will be thought more and more liberal, for the 
people will see that because of his economy his income is enough for him, that he can 
defend himself from those who make war against him and that he can enter upon 
undertakings without burdening his people. Such a prince is in the end liberal to all 
those from whom he takes nothing, and they are numerous; he is stingy to those to whom 
he does not give, and they are few.”°* 

With proper reforms the renegotiation of contracts will secure this desired end 


for the American people. 


58 Hearings before Committee on Ways and Means, supra note 2, at 837. 
57 MACHIAVELLI, THE PRINCE AND OTHER Works (Univ. Classics ed. 1941) 143. 

















THE 1943 REVENUE BILL’S RENEGOTIATION 
PROPOSALS 


Jutes Asets* 


This article, originally planned as a general survey of legislative proposals for 
amending the Renegotiation Act, has been completely recast as a result of the turn 
of events of the past few weeks. It is now being rewritten while Congress is in a 
three-week Christmas recess and is almost entirely devoted to proposals contained 
in the Revenue Bill of 1943. This bill has run the gauntlet through the House. 
Just before the recess the Senate Finance Committee completed its hearings and 
made its recommendations. Thus, before the bill goes to the President for his sig- 
nature, it remains to be passed by the Senate, the differences between House and 
Senate must be ironed out in conference, and the action of the conferees endorsed 
by both Houses. 

No one had been so sanguine as to anticipate that renegotiation changes fully 
acceptable to the Price Adjustment Boards would glide smoothly through the halls 
of Congress. No statute in recent years has caused so violent an emotional explo- 
sion as has the Renegotiation Act. The bitterness and excoriation heaped on rene- 
gotiation has mounted steadily in intensity during the past year and the voices of 
opposition have found an increasingly sympathetic audience in a Congress in which 
the influence of the Administration has considerably waned.’ The political swing 
to the right, foretold by all the omens, has increased the strength of the opposition. 

On the other hand, it was not believed that the renegotiation statute would be 
so severely manhandled by this Congress. The overwhelming majority of the elec- 
torate stands firmly behind renegotiation. It is recognized as one of the strongest 
pillars of the Administration’s procurement and economic stabilization program. 
A platform of taking the profits out of war is one that enjoys unassailable popular 
support. Reflecting that sentiment, it is inconceivable that Congress would vote to 
repeal the renegotiation statute in the face of irrefutable evidence that war con- 
tractors would reap unconscionable profits were it not for a method of subsequent 
recapture. 


* A.B., College of the City of New York, 1934; LL.B., Columbia University, 1937; M.P.A., Harvard 
University, 1941; member of the New York Bar; Washington Editor, Research Institute of America; 
contributor to legal periodicals. 

2 ReporT OF RENEGOTIATION OF War Contracts, SEN. Rep. No. 10, 78th Cong., 1st Sess. (1943) 
Part 5 (Truman Committee); Hearings before Committee on Naval Affairs pursuant to H. Res. 30, 
78th Cong., 1st Sess. (1943); H. R. Rep. No. 73, 78th Cong., rst Sess. (1943) (Report of Committee 
on Naval Affairs); Hearings before Committee on Ways and Means on H. R. 2324, 2698, and 3015, 
78th Cong., 1st Sess. (1943). , 








400 Law anv ConTEMPORARY PROBLEMS 


If renegotiation is to be retained, then logically the only changes that can be made, 
short of outright repeal, are procedural changes, designed to afford greater pro- 
tection to the contractor, as by right of appeal. Renegotiation is fundamentally a 
bargaining process requiring the judgment and discretion of the renegotiators and 
that discretion cannot be readily fettered by a priori legislative commandments, 
unless the intent were clearly to shatter the operation of the law. During many 
closed sessions of the House Ways and Means Committee and the Senate Finance 
Committee, members of Congress groped vainly for a uniform formula to govern 
all renegotiation determinations, but finally had to admit that such an attempt to 
find a solution by formula was completely futile. 

The changes proposed by the House Ways and Means Committee and passed 
by the House did not cut deep into the vitals of the Act. They consisted mostly of 
refinements in procedure, and gave a right of appeal; the only major change was a 
broadened exemption covering subcontracts for items which did not constitute a 
component part of the final military product. The Senate Finance Committee, 
however, ripped the statute apart and voted changes which would destroy renego- 
tiation as we know it. Mandatory exemptions, principally for standard commercial 
products, would shrink renegotiation to less than two-thirds of its former size. The 
function of renegotiation as a pricing mechanism might be nullified by the duty 
imposed on the renegotiators to determine excessive profits after taxes. Renego- 
tiation would not only be outlawed in future, but it would be declared illegitimate 
ab initio for certain items and contractors hitherto shorn of excessive profits total- 
ing at least $500,000,000 for those items could claim restitution as if for illegal 
exactions for the sums repaid as excessive profits. 

This is not reform—it is repeal. If 50% of the coverage by articles of renego- 
tiation is cut away, that is 50% repeal. If 50% of excessive profits are declared 
immune from recapture, that, too, is 50% repeal. To label the changes recommended 
by the Senate Finance Committee as renegotiation revision is a misuse of ter- 
minology, a disguise to becloud the real issue, when the palpable effect is one of 
repeal. Members of the Senate Finance Committee during Committee hearings 
openly expressed their aversion to renegotiation as a whole. There is a well-informed 
belief that the Committee, cognizant of its inability to drive repeal through Con- 
gress, decided as an alternative on outright emasculation. 

If the vitality of renegotiation is to be preserved, then the Senate version will 
have to be “toned down” to conform to the lines laid down by the House bill. The 
Administration will exert every influence toward that end, using the potent threat 
of veto. The testimony of industrialists favorable to renegotiation will be cited in 
its support. Among the enlightened business community there has developed a 
recognition that renegotiation repeal is unwise since it removes from the brow of 
business its wartime crown of thorns, its sole claim to martyrdom and equality of 
sacrifice. According to this view, it is wiser for industry to endure the travail of 
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renegotiation for a short period during the war than to carry for an indefinite post- 
war period the stigma of profiteering. 

This article will discuss the changes proposed by the House and the Senate 
Finance Committee under three sections: 

1. Limitations on the scope of renegotiation. 

2. Substantive changes in the actual techniques of renegotiation. 

3. Procedural and administrative changes. 


NaRROWING THE Scope OF RENEGOTIATION 
Scope of Existing Renegotiation 

Under existing law, contracts or subcontracts are subject to renegotiation if they 
satisfy these four tests: 

(1) Do they cover goods other than raw materials, or raw materials in their 
first stage of processing? A contract or subcontract for the output of a mine, oil 
or gas well or other mineral or natural deposit, or timber is exempt from renego- 
tiation provided the raw material has not been refined, processed or treated beyond 
the first form or state suitable for industrial use. 

(2) Are the goods to be purchased ultimately by the War, Navy, Treasury 
Department, Maritime Commission or the Reconstruction Finance subsidiaries— 
Defense Plant Corporation, Metals Reserve Company, Defense Supplies Corpora- 
tion, and Rubber -Reserve Company? 

(3) Are the aggregate sales to the Government, either directly or ultimately, in 
excess of $100,000? 

(4) Was final payment made or is it to be made after April 28, 1942? 

The Army, Navy, Maritime Commission, Reconstruction Finance Corporation, 
and Treasury are directed to insert renegotiation clauses only in contracts for an 
amount in excess of $100,000. However, contracts or subcontracts for these agencies 
are subject to renegotiation even without the existence of any renegotiation clause, 
unless they do not exceed in the aggregate $100,000 for the contractor’s fiscal year. 
If the contractor’s aggregate sales plus the aggregate sales of all persons under his 
control or under common control (i.e., subsidiaries) on contracts or subcontracts 
with the Army, Navy, Maritime Commission, R.F.C. and the Treasury do not ex- 
ceed $100,000 for his fiscal year, he is then exempt from renegotiation. 

These are the mandatory exemptions under the present Renegotiation Act. In 
addition, the Departmient head in his discretion may exempt from some or all of 
the provisions of the Act either individually or by classes or types the following 
contracts or subcontracts: 

1. Geographic limits—Contracts or subcontracts to be performed outside of the 
territorial limits of the United States or in Alaska. 

2. Short-term contracts—Contracts which can be performed within a period of 
thirty days. , 
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3. Stock items—Where the actual costs are known and the profits can be deter- 
mined with reasonable certainty at the time a firm price is set (as in the case of 
contracts for personal service, purchase of real property, perishable goods, commodi- 
ties for which a minimum price has been set by a public regulatory body, leases 
and license agreements, etc.). 

4. Other protection against excessive profits—Contracts providing for revision 
of prices on the basis of experience, and contracts providing for sharing of reduction 
of costs between the Government and the contractor, are examples. Such contracts 
include those which provide for forward pricing. It would also cover cost-plus- 
fixed-fee contracts and those lump-sum contracts which contain price redetermina- 
tion provisions requiring a price adjustment by formula. 

Virtually every subcontract and sub-subcontract is subject to renegotiation. Every 
tier of subcontractors, no matter how far removed from the prime contractor, can 
be reached. Subcontracts are broadly defined to include any purchase order or 
agreement to perform all or any part of the work or to make any article required 
for the performance of another contract or subcontract. Thus, the term includes 
any services and articles supplied, including “any materials, part, assembly, machin- 
ery, property, or other personal property.” It includes catalysts, lubricating oils, 
abrasives, and similar supplies. It includes even small supply contracts for less than 
$1,000 if the seller’s sales for use on Government contracts aggregate $100,000. Con- 
tracts for machine tools and similar capital equipment are subject to renegotiation. 


Raising the Floor to $500,000 


Both the House and the Senate Finance Committee have recommended an 
amendment exempting specifically from the Renegotiation Act all contractors and 
subcontractors whose renegotiable sales are under $500,000 a year—at the present 
time the ceiling is $100,000 a year. The War and Navy Departments have endorsed 
this proposal. 

This amendment, if passed, will not mean that a single contract standing by 
itself of less than $500,000 will be exempted from renegotiation; all contracts or 
subcontracts held by a single contractor are added in the aggregate to determine 
whether they come within the exemption. 

Under the present law, the Army, Navy, Maritime Commission, and Treasury 
are directed to insert renegotiation clauses only in contracts for an amount in excess 
of $100,000. However, contracts or subcontracts for these agencies are subject to 
renegotiation even without the existence of any renegotiation clause if they exceed 
in the aggregate $100,000 for the contractor’s fiscal year. The contracts and sub- 
contracts are added up on a horizontal basis. Thus a company may be a prime 
contractor at $75,000, a subcontractor at $15,000, and a sub-subcontractor at $20,000. 
Since the total of the Government contracts and subcontracts held by the individual 
total more than $100,000, all these contracts are subject to renegotiation even in the 
absence of a renegotiation clause. 
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There are two arguments advanced in favor of the exemption.? In the first 
place, it would greatly reduce the administrative load since it is estimated that 
17%, of all contractors now subject to renegotiation would be excluded. In the 
second place, renegotiation works a particular hardship on small businesses which 
are not readily able to bear the burden of renegotiation. Companies with deal- 
ings of $10,000 a week or so generally do not have accounting and legal staffs of 
any size set up; consequently, segregation of renegotiable sales and costs of their 
sales cannot be readily checked. On the negative side of the proposal, however, 
it has been pointed out that small contractors might deliberately turn down a con- 
tract which would carry them over the $500,000 mark and thus expose their profit 
picture to surveillance with a view to possible recapture. Again, the exemption, if 
enacted, might work an unfair discrimination against the large contractor since 
inordinately large profits may just as readily result from small contracts as from 
large ones.’ 


*In favor of the exemption, sce the testimony of Under Secretary of War Patterson, Hearings before 
Committee on Ways and Means, supra note 1, at 798 (Part 9). Against the exemptions, see H. R. Rep. 
No. 733, supra note 1, at 12. 

* Another approach to the setting of a higher floor for renegotiation has been advanced in a bill 
(S. 1366, 78th Cong., 1st Sess. 1943) introduced by Senator Hatch, Chairman of the Truman Com- 
mittee which investigated renegotiation some months ago, which adds an exemption by formula to the 
present exemptions. To qualify for this flexible exemption, a contractor must meet two tests: (a) His 
profits before deduction of Federal income and profit taxes must not exceed 8% of his total sales; and 
(b) his total sales must not be more than three times his average total sales during the base years 1936 
to 1939 inclusive. While recognizing that no exact formula for computing the proper amount of 
renegotiation refunds is equitable or possible, Senator Hatch argues that experience shows that such an 
exemption formula will expedite renegotiation and at the same time free businessmen from much 
existing uncertainty in formulating business policies and plans. The formula is based on the experience 
of the past year and a half. The 8% minimum profit was selected since the profit realized after 
renegotiation generally has exceeded this figure. Similarly, the “three times average base period sales” 
exception covers most of the cases in which profits were renegotiated to a figure below 8%. 

An analysis was made of the 683 War Department cases cleared prior to July 29, 1943, without 
recapture of any excessive profit. Four hundred and sixty-nine of the 683 cases involve profits of 8% 
or less on all sales, including non-renegotiable as well as renegotiable sales. Three hundred and thirteen 
of these cases likewise would have met the “three times average base sales” test so that under the formula 
almost half of this “non-recapture” group of contractors could have determined this fact in advance. 
At the same time, an analysis of more than 3,000 War Department cases in which recaptures were 
effected was prepared which shows that only in 163 of these were the contractors left after renegotiation 
with less than an 8% profit on total sales. Only 30 of these 163 cases would have avoided renegotiation 
by reason of total sales being less than triple the average realized during the base years and all of these 
30 were small contractors. ‘The total recovery from all 30 was $847,500 and the maximum from any 
one $90,000. According to Senator Hatch, 75% of the $847,500 would have been recovered under the 
Excess Profits Tax Law, but the Army Price Adjustment Board estimates this figure at between 60% 
and 70%. 

Contractors who have started business since 1936 will find the profit exemption of little benefit. If 
they commenced business after December 31, 1938, they are not entitled to the exemption. Although 
entitled to the exemption, moreover, contractors and subcontractors who began business between December 
31, 1935, and January 1, 1939, probably in the vast majority of cases will not come within the exemption 
since the base period is from the date business was actually commenced to December 31, 1939. A new 
business takes time to get rolling and even in a normal market a substantial yearly increase in sales 
could be expected. 

Under the Hatch Bill, no change is made in the present exemption extended to contractors whose 
prime and subcontracts aggregate less than $100,000, for the fiscal year. The 8% profit exemption is 
superimposed over this. In other words, there would be two exemptions: (1) Contractors with aggre- 
gate sales of less than $100,000 for the fiscal period; and (2) contractors with profits of 8% or less 
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Exemption for Standard Commercial Articles 


The House passed a provision granting discretionary authority to the War Con- 
tracts Price Adjustment Board, a new Board set up under the 1943 Act to exempt 
from renegotiation standard commercial articles, if, in its opinion, normal com- 
petitive conditions existed affecting the sale of such articles. This was a weak 
compromise on this controversial proposal since the Price Adjustment Boards, stand- 
ing in firm opposition to such an exemption, would rarely, if ever, choose to exer- 
cise the privilege. The Senate Finance Committee, however, has recommended 
that the exemption be made absolutely mandatory on the Boards, thereby reducing 
the orbit of renegotiation by at least a third. 

The term “standard commercial article” is defined in this manner under the 
House bill: 

“(A) Which is not specially made to specifications furnished by a Department 
or by another contractor or subcontractor, 

“(B) Which is identical in every material respect with an article which was 
manufactured and sold, and in general civilian, industrial, or commercial use prior 
to January 1, 1940. 

“(C) Which is identical in every material respect with an article which is man- 
ufactured and sold, as a competitive product, by more than one manufacturer, or 
which is an article of the same kind and having the same use or uses as an article 
manufactured and sold, as a competitive product, by more than one manufacturer, 
and 

“(D) For which a maximum price has been established and is in effect under 
the Emergency Price Control Act of 1942, as amended, or under the Act of October 
2, 1942, entitled ‘An Act to amend the Emergency Price Control Act of 1942, to aid 
in preventing inflation, and for other purposes,’ or which is sold at a price not in 
excess of the January 1, 1941, selling price. An article made in whole or in part 
of substitute materials but otherwise identical in every material respect with the 
article with which it is compared under subparagraphs (B) and (C) shall be con- 
sidered as identical in every material respect with such article with which it is so 
compared.” 

The Senate definition struck out paragraph (A) so that an article especially 
made to specifications of the contracting department would nonetheless be con- 
sidered as a standard commercial article. 

The range of commodities encompassed within the definition is not too definite. 
It would clearly cover manufactured textiles, lumber, shoes, operating tables, steri- 
lizers, artificial teeth, X-ray equipment, etc., which are in general civilian use. It 


whose sales are less than triple the average base period sales. If Congress sees fit, the provisions of the 
Army-Navy sponsored bill—H. R. 2324—raising the $100,000 exemption figure to $500,000 can be 
written into the Hatch Bill. 














THE 1943 ReveNvE Brit’s RENEGOTIATION ProposaLs 405 


might also apply to many tools, most plates, shapes and forms, many engines, 
welding equipment, and thousands of the component parts like bearings and nuts 
which go into finished war products. For example, a motor in a jeep may very 
well be a standard commercial product to the same extent as a toothbrush. 

Two reasons are given by the advocates of a provision to grant mandatory 
exemption for all standard commercial articles: 

1. Costs of such standardized articles are so well known that contracting officers 
are able to work out contract prices which avoid excess profits. These articles were 
produced long before the war and peacetime competition compelled standardization 
of production costs. 

2. OPA price ceilings which are imposed on such commercial articles are 
sufficient to prevent a contractor from reaping undue profits. 

Opponents of the amendment are quick to make the rebuttal. In reply to the 
first point, they state that the huge volume of production necessitated by war de- 
mands has tobogganed unit costs so that production costs now bear little resem- 
blance to what they were before the war. With shifting labor and material costs, 
amid all the uncertainties of war production, a contracting officer cannot predict 
with any certainty what unit production costs are going to be for standard com- 
mercial articles based on the arithmetic used in the past history of the firm. 

In answer to the second point, the Government spokesmen point to the fact 
that the OPA price ceiling is ineffective to limit the huge profits of the low-cost, 
eficient producer. Under the bulk-line principle of pricing, which was used in 
the last war and is the approach applicable today, the ceiling is placed at the level 
of the highest cost marginal producer whose output is necessary to maintain the 
minimum war or essential civilian supplies. As unit costs drop, the producer ob- 
tains a windfall profit as the ceiling stays intact—in the absence of a differential 
pricing method the price ceiling actually guarantees a return, dollar for dollar, for 
any reduction in production costs, dependent or independent of the contractor’s 
efforts. 

The price ceiling sets the maximum for which the producer can sell the com- 
modity. The OPA advises him that he is permitted to sell below the ceiling, but 
this encouragement is thrown to the wind. In a seller’s market, few producers 
will sell below the ceiling price. In a peacetime market with competition the 
price is driven close to cost. In a wartime market, any resemblance between the 
ceiling price and the cost to the producer selling within the ceiling is purely 
coincidental. 

The following figures show the excessive profits which have been realized in 
certain standard goods industries. ‘These companies, it should be noted, are en- 
gaged principally in subcontracting and are substantially all of those in these classi- 
fications which have been renegotiated by the War Department. These cases repre- 
sent what has happened in standard product businesses as a result of the war and 
are examples of the profit results of volume increases before taxes. 
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1942 Average Sateen Percent 
1936-39 increase 
Perishable tools, 19 companies: 
tee ae APIA LSY ESOL HS, $172,011 $29,418 $142,593 485 
Profit before renegotiation and taxes....... $62,010 $5,025 $59,985 1,134 
OSCE 0 1 a 40.0 17.1 22.9 128 
Woolen textiles, 25 companies: 
SSS ee $237,782 $98,030 $139,752 143 
Profit before renegotiation and taxes....... $31,985 $3,245 $28,740 885 
RPROOINUMERIMED fo 3125.5 5016 a8 56 wise: s:9 05.0 40's 13.5 35 10.2 309 
Lumber, 10 companies: 
BMPR IMME Fe Sete ho ook A $106,677 $42,228 $64,449 153 
Profit before renegotiation and taxes....... $25,908 $4,991 $20,917 419 
PUMISMAL UNMIS ss Gc0's wo oak Sas Foe os ev esas 26.1 11.8 14.3 121 
Cotton textiles, 53 companies: 
RES RR ee es ati isli eve sun's am $548,633 $207,185 $341,448 165 
Profit before renegotiation and taxes....... $76,209 $8,467 $67,742 800 
PURE INI ress oS kk a hw sada wcanee 13.9 4.1 9.8 239 

















As a specific example, one company, and not by any means the most unusual, 
did an average volume of business from, 1936 to 1939, of $16,500,000. It earned an 
average dollar profit, before income taxes, of $1,220,000, at the rate of 7.4 percent 
on sales. In 1942, its sales were nearly $50,000,000, its profit before tax $12,500,000, 
and its earning rate 25 percent on sales. It would be difficult to conclude that this 
manufacturer of a standard product under Office of Price Administration price 
ceilings was not benefiting from the war to an unreasonable degree. 

Under the Renegotiation Act, the Secretaries of the Army, Navy, Treasury, or 
the Chairman of the Maritime Commission have full discretion to exempt con- 
tracts for stock items where the actual costs are known and the profits can be 
determined with reasonable certainty at the time a firm’s price is set. Exemptions 
have been allowed for contracts for perishable goods and for certain contracts and 
subcontracts with public utilities and common carriers. Price Adjustment Boards 
have indicated their complete willingness to extend this exemption to any produc- 
tion where, on the basis of the facts presented, it seems administratively wise. How- 
ever, they resist any blanket exemption beforehand by statute. Such a procedure 
would open the door to’ a competition between various industries to put the most 
political pressure on Congress to include them within the exemption and would be 
like a tariff logrolling contest all over again. 

Note the fact that under this provision for exemptions within the discretion of 
the Secretaries of the various departments, the forward pricing method has been 
adopted. A contractor who wishes to get a fixed price for future deliveries not 
subject to renegotiation and who can establish his costs with reasonable certainty 
can obtain the dispensation of forward pricing free from renegotiation. Producers 
of standard commercial articles can take advantage of this opportunity. The con- 
tractor must, however, fix his price on a comparatively narrow margin of profit, 
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because, based upon his own statement, his costs are definite and his risks are 
therefore negligible. 


Exemption for Subcontracts for Non-Component Parts 


The House bill narrowed the scope of the present Act by eliminating from 
renegotiation auxiliary contracts, that is, contracts for articles or services not going 
into an end product or a component thereof. This change was accomplished by 
defining subcontract in Subsection (a)(5)(A) as follows: “Any purchase order or 
agreement (other than a contract with a department) to make or furnish or to 
perform any part of the work required for the making or furnishing of a contract 
item or a component article.” The bill then defined a component article as: “Any 
article which is to be incorporated in or as a part of a contract item.” Under the 
House bill, this change was confined to fiscal years closing after June 30, 1943. The 
Finance Committee bill, however, made this provision retroactive to April 28, 1942, 
annihilating the effect of the law altogether for these articles. This would require 
refunds totaling over $500,000,000 to industries such as machine tools, factory and 
mill supplies, construction equipment, cranes, hoists, and other industries oper- 
ating under contracts or subcontracts for auxiliary articles. 

In a limited study of 60 relatively small subcontracts, the Army Price Adjust- 
ment Board estimated that $72,883,000 of recoveries would have to be refunded, 
re-establishing margins of profit ranging all the way from 17.7 cents on each dollar 
of sales to 54.2 cents on each dollar of sales. After giving effect to taxes, net refunds 
to these subcontractors would amount to $13,228,000. None of these companies is 
very large. It has not been determined what would have to be refunded to sub- 
contractors such as General Electric, Western Electric, General Motors and other 
large subcontractors. 


Additional Exemptions Under the Bill 


1. Agricultural Commodities. ‘The House bill made mandatory an exemption 
for agricultural commodities on the same basis as the previous exemption for raw 
materials. The exemption reads as follows: “Any contract or subcontract for an 
agricultural commodity in its raw or natural state, or if the commodity is not cus- 
tomarily sold or has not an established market in its raw or natural state, in the 
first form or state, beyond the raw or natural state, in the first it is customarily sold 
or in which it has an established market, or any contract or subcontract for canned, 
bottled, or packed fruits or vegetables (or their juices) which are customarily 
canned, bottled, or packed in the season in which they are harvested. The term 
‘agricultural commodity’ as used herein shall include but shall not be limited to— 

“(i) Commodities resulting from the cultivation of the soil such as grains of all 
kinds, fruits, nuts, vegetables, hay, straw, cotton, tobacco, sugar cane, and sugar 
beets; 


“(ii) Saps and gums of trees; 
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“(iii) Animals such as cattle, hogs, poultry, and sheep, fish and other marine 
life, and the produce of live animals, such as wool, eggs, milk and cream.” 

The Finance Committee continued the House exemption of agricultural com- 
modities, but added to the list of such commodities as contained in the House bill: 
“Any contract or subcontract for a canned, bottled, packed, or processed dairy 
product or any product, the principal ingredient of which is a dairy product.” 

The Price Adjustment Boards are opposed to the exemption for seasonal canned, 
bottled or packed fruits and vegetables and for dairy products. However, the ex- 
emptions as a whole give legislative ratification to the present practice of Price 
Adjustment Boards which have issued a long list of exempt agricultural products, 
In granting such exemptions, the Boards acted on highly tenuous grounds. Although 
they assumed to act under the provision authorizing the Secretary to exempt con- 
tracts where the profit was definitely determinable in advance, it was doubtful that 
their action fell technically within the statutory provisions. In view of the fact that 
the legislative exemption follows closely the administrative practice, the Departments 
recommended that the exemption be made retroactive to April 28, 1942, and this 
suggestion was adopted in the bill. 

2. Charitable Institutions. The House and Senate bills exempted any contract 
or subcontract with an organization exempted from taxation under Section 101(6) 
of the Internal Revenue Code. The Departments have recommended that this 
exemption be made retroactive and the bills so provide. 

3. Public Utilities. The Finance Committee bill exempts from renegotiation, 
effective for fiscal years closing after June 30, 1943, contracts or subcontracts with 
a public utility to furnish gas or electric energy or with a common carrier to fur- 
nish transportation, when made at published rates or changes fixed or approved by 
a public regulatory body. This provision is in accord with present practice of the 
Boards. 

4. Construction Contracts. The Finance bill exempts contracts with a Depart- 
ment, awarded as a result of competitive bidding, for the construction of any, 
building, structure, improvement or facility. 

5. Production Directives. The Finance bill exempts any contract or subcontract 
for an article made or furnished in obedience to a directive of the War Production 
Board at or below ceiling prices. ‘This provision is made retroactive to April 28, 
1942. 

6. Exempted Contracts. Any subcontractor directly or indirectly under a con- 
tract or subcontract which is exempted from renegotiation by virtue of the Act is 


also made exempted.‘ 


“Present bills do nothing to enlarge the areas of renegotiation despite some pressure to encompass 
a greater area within the renegotiation framework. The largest of these areas is the purchasing activities 
of the Department of Agriculture. Its contracts between March 12, 1941, and March 31, 1943, amounted 
to $1,661,318,152.32. ‘To some of its purchases, such as its parity, soil conservation and subsidy pro- 
grams, renegotiation cannot be applied. On the other hand, renegotiation would be readily applicable 
to purchases of commodities like dehydrated foods, dried eggs, concentrated citrus juices, meats and other 
commodities. In many of these contracts, the Government has built facilities for the contractor, the 
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THE 1943 Revenue Bix’s RENEGOTIATION Proposats 
SuBsTANTIVE CHANGES IN RENEGOTIATION 


Standards in Determining Excessive Profits 


The new Renegotiation Act will set forth the standards which are to guide 
the Price Adjustment Boards in determining excessive profits. The House bill 
contains the following standards: 

1. Efficiency of the contractor, with particular regard to the attainment of 
quantity and quality production, reduction of costs, and economy in the use of 
raw materials, facilities and manpower. 

2. Reasonableness of costs and profits, with special regard to the volume of 
production and to normal pre-war earnings. 

3. The amount and source of public and private capital employed, and the net 
worth. 

4. The extent of the risk assumed, including the risk incident to reasonable 
pricing policies. 

5. The nature and extent of the contractor’s contribution to the war effort, 
including contributions and cooperation with the Federal Government and with 
other contractors in supplying technical assistance. 

6. The character of the business including the complexity of manufacturing 
technique, the number and extent of subcontractors, the rate of turnover, and the 
potential financial burden to reconvert to peacetime production. 

The Senate bill changed the second standard to read as follows: “Reasonable- 
ness of cost and profits with particular regard to volume of production and normal 
pre-war earnings and comparison of war and peacetime products.” This change 





costs of operation were unknown as the contracts were entered into, and in the execution of the contract 
became later ascertainable. According to the Vinson Bill, the Secretary of Agriculture would be specifically 
authorized to renegotiate such contracts. In determining the existence of excessive profits, however, he 
will not act where the determination would conflict with the purpose of any program or regulation 
relating to prices of agricultural commodities or commodities processed in whole or in part from them. 

The House Naval Affairs Committee has recommended that the Act be broadened to cover Lend- 
Lease contracts, since a survey made by the Committee discloses that large profits—in some cases as much 
as 100% in relation to cost—were made by American contractors on these contracts. Many of these 
contracts are on the same footing as domestic contracts since the “take-over” agreements entered into 
between the War Department and the British and Netherlands Governments at the start of the war 
provided for a purchase by the United States from the foreign governments of the articles covered by 
the contracts at the prices fixed by contracts which those governments had with American contractors. 

The Committee also favors the renegotiation of all contracts made by Government agencies, even 
though not specifically covered by the Act, if the head of any department believes that a contract made 
by that department will yield excessive profits, the task of renegotiation will be assigned to the Secretary 
of the Treasury in the same manner and with the same authority as if the contract had been entered into 
with the Treasury. Thus, contracts let by the central administrative services of the Office of Emergency 
Management, the Office of War Information, National Housing Agency, the Office of Economic Warfare 
and the Office of Strategic Services would be included within the Act. However, to avoid confusion if 
each of these agencies were permitted to carry on renegotiation, the task would be entrusted to Treasury. 
This provision is included in the pending Vinson Bill. The House Naval Affairs Committee additionally 
has recommended that the Renegotiation Act be clarified so as to indicate its applicability to all contracts 
entered into by the Treasury Department and not merely those for Lend-Lease account. The General 
Counsel of the Treasury Department has administratively removed from renegotiation purchases made by 
Procurement Division of Treasury for other agencies such as War Production Board, War Manpower 
Commission, Office of Price Administration, etc. 
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was made at the request of the Price Adjustment Boards. It would enable the 
Boards to hold down profits to the same comparative level as during peacetime. 
However, it would not bind the Boards to use peacetime profits as a guide for a firm 
whose production had radically changed so that its peacetime and wartime produc- 
tion are in no way comparable. Additionally, it emphasizes the fact that a con- 
tractor is entitled to a higher profit rate if he has converted peacetime machinery to 
turn out war goods for the Government. Contractors who use converted machines 
are apt to incur higher costs, produce at a slower rate, turn out poorer quality and 
use more materials. If these adverse factors can be explained by cooperation with 
the Government objective to make full use of existing equipment, Price Adjust- 
ment Boards will make a suitable extra allowance to the contractor to compensate 
for the disadvantages he has suffered in converting to war production. 

The Senate Finance Committee also added two standards which are discussed 


immediately below. 


Determination of Excessive Profits After Taxes 


In renegotiation the profit allowed is a profit before taxes rather than after taxes, 
Price Adjustment Boards will not adjust profits upwards to take care of war taxes, 
If, however, the weight of taxes would practically wipe out profits, or leave inade- 
quate funds to meet working capital needs, or obligations falling due, some con- 
sideration may be given to the profits-after-taxes picture. It is worthwhile for a 
contractor to bring it up in a renegotiation proceedings although it is doubtful 
that it will be any substantial kind of a determining factor. It is, however, the 
policy of the Price Adjustment Boards to scrutinize the position of the contractor 
after taxes in order to provide where necessary reasonably deferred installment 
payments to reduce the burden of the contractor in satisfying the obligation im- 
posed by renegotiation. 

There has been tremendous pressure from industry to swing over from the 
criterion “before taxes” to that of profits “after taxes” as a basis of determining 
excessiveness of profits in war business. The Disney Subcommittee of the Ways 
and Means Committee recommended to the full Committee a provision that Price 
Adjustment officials be instructed to consider the effect of renegotiations on profits 
after taxes. However, the full Committee voted against this proposal thus approv- 
ing the position of the Price Adjustment Boards that excessive profits are to be 
determined without regard to the taxes that are payable with respect to those 
profits. 

The Senate Finance Committee reversed the picture. It added a clause that in 
determining excessive profits, the Price Adjustment Boards shall take into con- 
sideration: “Whether the profits remaining after the payment of estimated Fed- 
eral income and excess profits taxes will be excessive.” 

A genuine after-taxes basis would operate by allowing taxes as a full-fledged cost 
item. The Price Adjustment Boards would first set a figure representing a fair 
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profit allowance by the general approach in which the starting point is a compari- 
son of percentage of net sales during the renegotiated year and the percentage of 
sales during the base period 1936 to 1940. Various modifications and variables 
would then be employed either to increase or decrease the profit allowance or as 
a check on reasonableness. After arriving at this figure, the Boards, on an after- 
taxes approach, would allow a sufficient amount to that after Federal taxes are 
paid, the contractor would be left with the profit allowance completely free and 
clear of the tax burden. Thus, if the Board determined that a firm making 
$100,000 profit for the year was entitled to a reasonable profit of only $20,000, it 
might allow as profit $50,000 if the firm had to pay out 60% of the $50,000 in taxes. 
Thus, the difference representing the excessive profits on a before-taxes approach 
would be $80,000, but on an after-taxes approach would be only $50,000. The 
renegotiators on that basis would be paying out $30,000 to the contractor as a cost 
item to balance out his taxes. If another contractor had a heavier tax rate, and 
required $60,000 in order to have $20,000 free of taxes, the Board in that case 
would be paying out $40,000 to the second contractor. The Price Adjustment 
Boards would obviously be equalizing the tax burden as between different con- 
tractors by allowing as a cost a larger amount to the firm paying the larger tax, 


If the Finance Committee had intended that taxes should be treated as a cost 
item or that profits should be calculated free and clear of taxes, that intent could 
have been clearly effectuated by an explicit statement to that effect. On the con- 
trary, however, it was not so stated, but it was merely listed as one of the standards 
to guide the Boards in determining excessive profits. These standards are used as 
compensatory factors to inflate or deflate a basic preliminary figure which is arrived 
at by comparison of percentage of net sales in the pre-war and war years. It is 
impossible to treat the after-taxes instruction in the way it is phrased as a factor 
only to be used to increase the basic figure in the same way as efficiency of the 
contractor, extent of his risk, his contribution to the war effort, etc. If the approach 
were definitely that taxes were to be treated as a cost, a firm earning $50,000 if it 
had to pay $30,000 out in taxes could not be renegotiated further if $20,000 were a 
sum commensurate with a fair profit allowance. On the other hand, if the after- 
taxes rule is to be treated merely as a guide affecting the final profit allowance, the 
Price Adjustment Board would be free to treat a figure around $20,000 as a reason- 
able profit margin, and then increase that figure because of the taxes that the con- 
tractor must pay. However, it is difficult to see any justification for increasing the 
$20,000 for taxes other than to pay the taxes on the $50,000. This would put the 
Board back to a thorough after-taxes basis. Thus, despite the fact that the after- 
taxes provision is stated merely as a guide to the Boards, it seems inconsistent with 
any position other than as a prime determinant as to whether any excessive profit 
remains for renegotiation, and if it does, then a mandatory requirement that a 
sufficient allowance be added to the reasonable profit so that the contractor can 
receive it in full without further deductions. 
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Industry states its case for the use of the “after taxes” standard in this way: 
Businessmen never think of profits before taxes; profit to a businessman is net 
realization—it is not net profit or profit after taxes, since taxes are regarded like 
wages or material costs as part of the expense of doing business. When the Gov- 
ernment determines that a sum is proper as a profit allowance, and uses a sum 
before taxes, it is using a figure which is completely arbitrary and fictitious, 
Businessmen complain that any survey of earnings figures will show a dip in 1942 
below 1941 and there will probably be an even greater dip for 1943 because of the 
increase in tax rates. They claim that they are working longer and harder and 
netting less because of the failure of the Price Adjustment Boards to consider the 
“after taxes” picture, thus helping to promote a gross inequity. 

To the plea of industry, Price Adjustment officials turn a deaf ear and present 
an imposing array of arguments in defense of their position: 

1. If it were true that contractors are realizing a net profit less than in 1941 
or even in a year prior to 1941, they would have no legitimate complaint. The 
loss of the right of making money is comparatively a slight sacrifice to ask of a 
citizen in wartime. If profit were calculated after taxes, business would in effect 
receive special treatment since it would be exempted from the added burden that 
each taxpayer must absorb in wartime. Business in effect would be given a bonus 
in order to pay taxes. 

2. Renegotiation after taxes would hamper the functioning of Price Adjust- 
ment Boards as part of the procurement agencies. It is the duty of the Boards to 
reduce contract prices to amounts which are reasonable; the reasonableness of a 
contract price does not depend upon the amount of taxes the contractor must pay. 

In his testimony before the Ways and Means Committee Under Secretary of 
War Patterson gave a graphic illustration to show how calculation of profits after 
taxes would render the renegotiation process impotent in many cases. Suppose 
there are two contractors, A and B, each making the same article, for example a 
rifle sold to the Government at a price of $100 per rifle, and each contractor having 
the same unit costs with the single exception of Federal taxes. Assume that the 
costs. before taxes in each case amounted to $70 per rifle but that in the case of 
Contractor A the Federal taxes on the $30 profit realized on each rifle amounted 
to $12 and that in the case of Contractor B the Federal taxes amounted to $24. 

Under the present practice, assuming that a 15 per cent margin over cost repre- 
sented a reasonable profit, both Contractor A and Contractor B would be allowed 
a profit before taxes of approximately $10 and would be required to reduce their 
prices of future deliveries to approximately $80 per rifle. On the other hand, if 
renegotiation were to be based upon profit remaining after taxes and an equal 
amount should be left to each contractor, if Contractor A were to be given a price 
of $80, leaving him a profit of approximately $10 before taxes and $6 after taxes, 
it would be necessary to allow Contractor B to continue his present price of $100, 








ex 
pr 














THE 1943 Revenue Bitt’s RENEGOTIATION PRoposaLs 413 


giving him a profit before taxes of $30 and a profit after taxes of $6, the same as 
that received by Contractor A. 

3. The Price Adjustment Boards in an “after taxes” basis would become tax 
boards. A switch to an “after taxes” basis would involve the juggling of tax rates 
and the equalization of taxes between contractors. This is the function of Congress 
and not the Price Adjustment Boards. Such a procedure would result in having 
the Government pay the contractors’ wartime income taxes and would relieve them 
from the additional taxes which Congress has imposed on them. The Government 
would thus be chasing itself around the circle. 

4. The effect of an “after taxes” basis would vitiate the will of Congress as 
expressed in the excess profits tax with respect to the varying impact of tax rates 
on taxpayers entitled to different excess profits credits. Congress proclaimed the 
policy of considering excess profits before taxes by the terms of the Revenue Bill 
of 1941 which changed the prior tax law allowing the income tax as a deduction 
in computing the excess profits tax. The Committee on Ways and Means at the 
House in its report on the bill stated: “It seems unfair to allow that part of the 
income tax which is computed on income which is not subject to the excess profits 
tax to reduce the excess profits net income. This Committee has therefore deemed 
it advisable to return to the 1918 ruling and has disallowed the deduction of income 
taxes both in the base period and in the taxable year in computing the excess 
profits tax. 

The varying tax bases under the Excess Profits Tax have been one of the 
chief spurs to the movement to base renegotiation after taxes. On that approach, 
the Price Adjustment Boards would be equalizing the tax law by making a greater 
allowance to the firm which has to pay the greater tax. Renegotiation would thus 
be partial to firms which are handicapped under the tax law. A corporation with 
a small amount of invested capital and smaller earnings in the base years pays a 
higher tax on the same amount of profit than does a corporation which in its base 
years had a larger amount of invested capital and earnings. Thus aircraft com- 
panies which were not mass producers and had little invested capital and earnings 
in the pre-war years get a smaller profit per plane than do the established com- 
panies with a more favorable tax base. However, this is exactly what the Revenue 
Act intended, since Congress wanted to put a higher tax on profits which were 
the outgrowth of war production. 

Maurice Karker, Chairman of the War Department Price Adjustment Board, 
explained how the “after taxes” approach would hamper the operation of the excess 
profits tax: “Federal taxes, and particularly the excess profits tax, have peculiarities 
derived at least in part from the alternative basis allowed for figuring the amount 
of the tax. The tax currently paid by a corporation is dependent not only on its 
earnings for its current year, but substantially upon its earnings during its base 
years or upon its invested capital. Its current tax may likewise be substantially 
modified or entirely eliminated by loss carry-over from a prior year. Changes in 
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ownership or management or increased efficiencies with present outstanding con- 
tribution to the war effort, might, nevertheless, if renegotiation considered earnings 
after taxes, fail to receive comparative reward in renegotiation as against a com- 
pany with a high earnings record and present inefficiencies. A company which 
manufactured a patented product or an item made under a secret process or other- 
wise produced under a peacetime monopoly, with resultant extreme profits during 
the past years, would be allowed inordinate profits on production for war, even 
though the nature of its present production might be entirely different from its 
peacetime production and even though extravagance and waste mark its current 
operations. The inequalities and inequities of pricing, whether initially or in 
renegotiation, based upon the taxes paid by the contractor, thus are obvious.” 

5. It is recognized that use of the “before taxes” method is a valuable aid in 
curbing inflation. If a contractor can raise his price to cover increased taxes it is 
as if Congress with its right hand were setting up a pricing and procurement 
agency and at the same time with its left hand establishing a tax law which oper- 
ates to counteract or nullify the purpose of the price and procurement agency. 
Following this principle, OPA has consistently followed a “before taxes” rather 
than “after taxes” approach in setting industrywide ceilings and similarly has re- 
fused to countenance an individual price increase in order to offset the heavy tax 
burden. 

6. The “after taxes” approach would make it impossible to carry on renego- 
tiation because the correct tax for the fiscal year involved may not be known for 
some time. Thus the excess profits tax law has carry-back provisions, general relief 
provisions, inventory adjustment provisions, and the provisions allowing revision 
of tax returns on termination of the war for the purpose of modifying the amor- 
tization allowance under Certificates of Necessity. Because of these provisions, the 
true excess profits tax may not be known for several years. Additionally, even if 
they were definitely known at the end of the year, it would be impossible for the 
price adjustment official to carry on the forward-pricing method under the statute. 

A more complicated question arises in connection with the recognition of the 
effect of state taxes on renegotiated profits. The question is whether the renego- 
tiation boards should give a credit for the amount of state taxes paid on profits 
which have been shaved off on its review. The policy of the boards is to allow full 
credit for state taxes only where the state will not make a refund after renegotia- 
tion; in all cases an actual credit is given to the contractor but where it is possible 
under state law to obtain a refund from the state treasury, the renegotiation agree- 
ment will contain a provision that the contractor must apply within ten days and 
then turn the refund back to the Federal Government. This practice is opposed 
by the National Association of State Tax Administrators which has petitioned 
Congress to set up a uniform procedure. There is a lack of uniformity in the 
practice of various states. Arkansas does not permit a refund of corporate taxes 
and therefore the full amount paid is treated by renegotiation officials as a non- 
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recoverable expense. New York, however, permits refunds to be claimed within a 
reasonable period. Connecticut allows refunds resulting from renegotiation to be 
claimed if the contractor cannot secure credit from the Federal Government for 
the taxes. Thus in no case is the burden put upon the contractor but it operates 
harshly, it is claimed, on states like New York in which taxes have frequently been 
spent, since the state acts as a collection agency for local communities and distributes 
a substantial portion of its corporate taxes to these communities upon collection. 
The difficulty and costliness of making refunds threatened to induce all states to 
protect themselves by provisions refusing refunds. 

It has been proposed by the National Association of State Tax Administrators 
that the states be required to make refunds only for “current” renegotiation not 
for “retroactive” renegotiation. Thus renegotiation affecting profits for 1943 com- 
pleted before December 31, 1943, should be given effect by the states; but if 1943 
profits are adjusted after that date renegotiation should give the contractor full 
credit for state taxes paid or accrued on the basis of 1943 income before renegotia- 
tion. The price adjustment officials oppose such a change on the ground that it 
would amount to a subsidy. State governments can make a rough prediction in 
advance as to the inroads on income that will be made by renegotiation—they can 
be guided to some extent by revenues of pre-war years. Moreover, a method can 
be adopted for the settlement of accounts between the state and local governments 
to facilitate refunds where necessary. 

The new bill as approved by the House and by the Senate Finance Commit- 
tee provides: “. . . but in determining the amount of excessive profits to be elim- 
inated, proper adjustment shall be made on account of the taxes so excluded other 
than Federal taxes which are attributable to the portion of the profits which are 
not excessive.” Thus the Price Adjustment Boards would apply a uniform pro- 
cedure in the case of all state taxes, whether or not the state makes refunds, where 
profits have been reduced by renegotiation. Credit would no longer be allowed for 
state taxes paid on profits recaptured as excessive, but the burden would be on the 
contractor to get his own refund. The Treasury Department claimed in Commit- 
tee hearings that in 43 or 44 states there are no state taxes on corporate income, or 
the state law affirmatively provides that state taxes will be levied on income as 
adjusted in renegotiation; or the law is reasonably clear that the result will be the 
same. A consistent position that the renegotiators will recognize taxes only on ad- 
justed income will put pressure on all states to adopt a uniform practice of granting 


refunds. 


Recognition of Reconversion Costs in Renegotiation 


The Senate Finance bill provides that in determining excessive profits the Price 
Adjustment Boards shall take into consideration the financial provisions of reconver- 
sion. Again, as in the case of provision for consideration of profits after taxes, the 
meaning of this provision is ambiguous. The renegotiators are enjoined to give 








416 Law anp ConTEMPORARY PROBLEMS 


consideration to financial problems of reconversion, but the factors of reconversion 
are not stated nor does the provision indicate how much weight should be given to 
reconversion problems. The inclusion of the provision as merely one of the stand- 
ards to guide determination of excessive profits makes it an elastic and flexible guide. 
The Price Adjustment Boards are by no means bound to recognize post-war recon- 
version reserves as costs. They may increase the profit allowance to a firm in recog- 
nition of its physical reconversion prospect because the firm has no other resources 
with which to undertake reconversion. On the other hand, the Renegotiation Board 
might determine that adequate relief is given by the carry-back provisions of the 
Excess Profits Tax or by the 10% post-war refund. It may decide that adequate 
reserves have already been set up by the contractor which will be sufficient to meet 
his future working needs. It may decide that capital needs can be adequately met 
in the future by floating securities in the private market. 

The Board may confine its concept of reconversion to an actual physical change- 
over. According to answers filed with the National Industrial Conference Board, 
only four out of every ten firms engaged in war production plan a complete con- 
version of all of their present capacity to peacetime production. Between two and 
three companies need no reconversion, since their war and peace products are 
identical. The remaining three or four companies out of every ten plan partial 
conversion, but apparently only about one-sixth of this number expect to convert 
more than a half of their existing capacity. Sumner Slichter has estimated that 
the actual cost of physical change-over will be less than $500,000,000. Physical re- 
conversion of itself the Boards may not find a tremendous financial problem. 

There is universal agreement that many industries will have to cope with 
great financial burdens in reconverting to peacetime demands that will put a 
strain on their working capital. Some plants will have to be re-equipped to switch 
from wartime to peacetime production; machinery which has undergone accelerated 
depreciation due to intensive war use will have to be replaced—and even if the 
machinery is in good condition, it may have to be replaced to take advantage of 
radical improvements developed during the war. Maintenance and repairs, delayed 
due to production pressure, will have to be made at a greater expense. Inventory 
losses will be heavy. Lost markets and distribution channels will have to be 
recaptured, sometimes in the face of new competition attributable to the Govern- 
ment’s entering the field during the war or subsidizing new competitors. Added 
on to all of these burdens will be the duty, legal or moral, of making separation 
or severance pay allowances to employees no longer needed. 


Although there is agreement on the peril that these charges entail to financial 
solvency after the war, the difference of opinion arises as to the proper method of 
meeting the problem now, well in advance of the emergency. Specifically, the ques- 
tion boils down to whether financial reserves created out of profits for meeting 
post-war contingencies should be recognized as proper deductions for tax pur- 
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poses, and as a corollary position should be recognized as a proper and legitimate 
item of cost in renegotiation. 


The first problem is one for the Treasury. The second is one for the Price 
Adjustment Boards. The answer of both agencies to a recognition of these items 
during the war years is a flat “No!” 


The link between the decisions of the Treasury and Price Adjustment officials 
is more than accidental. The Renegotiation Statute provides that Price Adjustment 
officials “. . . shall recognize the properly applicable exclusions and deductions of 
the character allowed under Chapter 1 and Chapter 2E of the Internal Revenue 
Code.” Price Adjustment Boards have construed this to mean that they are bound 
to recognize “exclusions and deductions” of the same type as allowed by the Treas- 
ury though not necessarily the same amount. However, since the Treasury does 
not recognize post-war contingencies in any amount, similarly, Price Adjustment 
Boards are free from any legal obligation to take such reserves into account. 


Since the policy of the Price Adjustment Boards is contingent on the definition 
of Treasury policy, the statement of Randolph Paul concerning Treasury policy 
toward post-war reserves on October 21 before the American Institute of Account- 
ants is significant. Paul stated that the carry-back provisions of the 1942 Revenue 
Act, representing a potential reserve of 100% of two years’ income, provides a 
simple technique of charging post-war costs to wartime income. The reserve tech- 
nique requires anticipation of the cost of reconversion at a date no one now knows 
and of an amount that no one now can possibly guess. Thus the amount of any 
reserve established at this time would have to be set at an arbitrary figure. Under the 
carry-back technique, however, the costs are calculated at a time when they are 
known or can be definitely ascertained. When the cost of reconversion occurs, 
the taxpayer will be able to obtain his deduction through the carry-back medium. 
Thus, taking his position against the present recognition of post-war reserves, Paul 
argued for provision for “seed money” by further refinement in the carry-back 
provisions. 

Paul proposed a prompter refund of taxes to which firms are entitled—in that 
way the tax structure could make a substantial contribution in easing the transi- 
tional period. Additionally, Treasury has suggested to the Ways and Means Com- 
mittee a special “Ruml” plan for corporations. This plan would let corporations 
file a tentative estimate of anticipated losses as soon as they see a bad year coming. 
Companies would file application for refund on a tentative basis along with their 
regular returns on the previous year’s income; then they could offset the refund 
against taxes due and keep the difference to meet expenses. 


At the present time Price Adjustment Boards are not legally bound to recog- 
nize reconversion reserves to any amount whatsoever as costs. If there is a change 
in the tax law to include certain of such reserves as tax deductions, then the Boards 
will be bound to accept them as cost items. 
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At the present time renegotiation officials defend their refusal on their own 
responsibility to treat reserves as cost items on four grounds: 

1. Such special treatment for corporations with sufficient surplus to set up re- 
serves would be grossly inequitable to other kinds of business. 

2. Renegotiation and tax procedures have not impeded setting up of adequate 
corporation reserves. 

3. Recognition of post-war reserves is highly impracticable from an adminis. 
trative standpoint. 

4. Congress has provided suitable means of carrying industry over the treach- 
erous shoals of war-to-peace conversion. 

On the ground of inequity, Price Adjustment Boards point out that this pro- 
posal for post-war reserves will help manufacturers whose facilities were suitable 
for war production and who were fortunate enough to make an excessive profit 
out of which extra funds could be segregated. It would be of no help, however, 
to businesses which were closed down because of shortages or who limped through 
the war because they were unable to get priorities. Moreover, members of the 
industry who charged high prices to the Government would be able to build up 
high reserves. On the other hand, those members who charged lower prices would 
in effect be penalized. 

Publicly and privately, renegotiation officials have expressed their opinion that 
the plea for special Governmental action on post-war reserves is spurious—that 
industry possesses reserves even after taxes which may be adequate for the task 
ahead. Paul has given the following figures: Total corporate liabilities for income 
and excess profits taxes, amounting to slightly over $114 billion for 1937, have 
climbed to $13% billion for the year 1943. But taxes, even of this magnitude, have 
not kept pace with rising earnings. Corporations in 1942 will have left after taxes 
$8.1 billion, and in 1943 more than $8.5 billion, sums more than double the $39 
billion left after taxes for the year 1937, and equal or greater than the $8.1 billion 
of income after taxes in 1929. Moreover, the average of dividends paid for the 
years 1936 to 1940 was $4.1 billion, reaching the high figure of $4.8 in the year 
1937. For the years 1941, 1942, and 1943, dividends are estimated at $4.5 billion, 
$4.1 billion, and $4.0 billion respectively. Even after taxes and dividends paid, 
corporations will have: accumulated for the years 1942, 1943, and 1944 a total of 
nearly $14 billion of undistributed corporate profits. 

It has been pointed out that the representatives of such giant corporations as 
General Electric and the Aluminum Company of America have stated in their 
testimony at Congressional hearings that their own existing reserves are ample to 
tide them through the period of reconversion. As an alternative to setting aside 
funds, companies are amply able, it is contended, to get access to private capital 
through floatation of stocks and bonds on the private market. Government officials 
point out, moreover, that the dilution of the present owner’s equity is preferable 
to outright Government subsidy entailed through a recognition of post-war reserves. 

















THE 1943 REVENUE Bitt’s RENEGOTIATION ProposaLs 419 


Officials point out also that even under present renegotiation practice a com- 
pany can help*to ensure its own post-war future: 

1. The cost of extensive research and engineering related to the war effort is 
an allowable expense both for tax purposes and renegotiation. 

2. The maintenance of the executive staff and production personnel during the 
war as important to subsequent operations is fully recognized. 

3. Institutional good will and industrial advertising will be treated as a proper 
charge against the contract if they are not out of proportion to the size of the 
company and its past advertising budget. 

From an administrative standpoint, the renegotiation officers have objected to 
the inclusion of post-war reserves on several grounds. They advance the argument 
that the amount of reserves at the time when the burden will be incurred, the 
amount of the burden and the sector of industry upon which the most severe bur- 
den will fall cannot be foreseen. It would, moreover, be difficult to assure that 
these reserves would be readily available since without strings the contractor can 
distribute or invest the funds at his own discretion. 

Again, if renegotiation recognized the reserves, but they were not allowed as 
tax deductions, it would be necessary for the Boards to allow four or five dollars 
of reserve for every dollar available to the company after taxes. 

The final focus of attack for the opponents of the post-war reserve proposal is 
the action which has already been taken by Congress to facilitate post-war adjust- 
ment: 

1. Section 250 of the Revenue Act of 1942 imposes what is tantamount to 
a compulsory accumulation of a post-war reserve; it provides for a post-war refund 
of 10% of the excess profits tax paid after December 31, 1941. 

2. Accelerated depreciation permits a company to free from taxes and renego- 
tiation its capital invested in plant and machinery. 

3. Section 153 of the Revenue Act of 1942 permits a two-year carry-back or 
carry-forward of losses, thus mitigating the effect of losses. The corporation which 
does not use all its excess profits tax credit in any one year can carry back the 
unused part for two years, adding it to the credit it had in the reclaimed years 
and reducing the tax correspondingly. Similarly, a company that has a deficit in 
a year can refigure its taxes for the two preceding years, subtracting the deficit 
from the taxable income. 

4. Congress has provided the three-year period after the war in which to replace 
inventory and secure a tax refund based upon the difference in replacement costs 
if higher than the current year in valuation. This in effect covers companies which 
switched to “lifo” and were thereby stuck when they liquidated peacetime 
inventories. 

Senator Hatch has urged a different method of attack on the problem which 
has the support of Senator George. He urged as the most practical method of 
handling this problem a recent proposal to amend the tax law to provide that re- 
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serves claimed by taxpayers in amounts not exceeding 20% of taxable income be 
deductible as an operating expense in computing income and excess profits taxes, 
provided: (1) That the amount set aside in such reserves be invested in public 
issue of non-negotiable, non-interest-bearing Government bonds redeemable at any 
time prior to a date eighteen months after the cessation of hostilities; and (2) that 
simultaneously upon the liquidation of such securities the taxpayers must return 
the amount derived from such liquidation to his taxable income for the year of 
liquidation. 

This scheme might appeal to the Administration because all current income 
would be taxed at some time, either this year or when securities are liquidated. 
Furthermore, the plan would be easy to administer, and at the same time has an 
appeal to business. The probability that the Excess Profits Tax will be repealed 
shortly after the war means that the 20% set aside now would be hit by lower taxes 


when cashed in later. 


Miscellaneous Substantive Changes 


Both the Senate and the House bills provide that all items allowable as deduc- 
tions and exclusions under Chapters 1 and 2E of the Internal Revenue Code (ex- 
cluding taxes measured by income) shall to the extent allowable to such contracts 
and subcontracts be allowed as items of cost. At the present time Price Adjust- 
ment Boards are bound to recognize items of the same character as those recog- 
nized for tax purposes, but can use their own judgment as to how much shall be 
admissible as costs. Thus Price Adjustment Boards in recognizing income tax 
deductions have allowed less, particularly as regards executive salaries, than would 
be allowed by the tax authorities. This provision, it would seem, would compel 
recognition of the same amounts. The same rule would apply to amortization. 
At present, normal depreciation only is recognized as cost. The difference between 
that amount and the 20% amortization under a certificate of necessity is to be set 
aside. as non-renegotiable profit which will not be considered in determining ex- 
cessive profit. The post-war commercial value of such facilities is considered in 
paring down renegotiable profit. This provision which makes cost treatment iden- 
tical might have a hampering effect on renegotiation operations since it might com- 
pel re-opening of the renegotiation agreement two or three years afterwards when 
the books of a contractor are audited finally for tax purposes. 

The bill both in House and Senate provides for a fair cost allowance at the 
exemption line in the case of integrated companies and that this exemption be 
made retroactive. The bill provides as follows: “In the case of a contractor or 
subcontractor who produces or acquires the product of a mine, oil, or gas well, 
or other mineral or natural deposit, or timber, and processes, refines, or treats such 
a product to and beyond the first form or state suitable for industrial use, or who 
produces or acquires an agricultural product and processes, refines, or treats such 
a product to and beyond the first form or state in which it is customarily sold or 
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in which it has an established market, the Board shall prescribe such regulations 
as may be necessary to give such contractor or subcontractor a cost allowance sub- 
stantially equivalent to the amount which would have been realized by such con- 
tractor or subcontractor if he had sold such product at such first form or state.” 


PRocEDURAL AND ADMINISTRATIVE CHANGES 
Establishment of Joint Price Adjustment Board 

The House bill set up a War Department Price Adjustment Board consisting of 
five members, representatives of the War Department, Navy Department, Treas- 
ury, Maritime Commission, and Reconstruction Finance Corporation. The Finance 
Committee bill added a representative of the War Production Board, thereby mak- 
ing it a six-member board. A Joint Price Adjustment Board has already existed, 
but under this provision it would for the first time be given statutory life. 

The bills give the contractor an absolute right to require review by the newly 
created Board and the Act provides that the Board may not delegate “the power, 
function, and duty to review orders determining excessive profits.” The Joint Price 
Adjustment Board has expressed its reluctance to accept the new responsibility 
thrust upon it. The function of the Board hitherto has been to set up uniform 
purposes, principles, policies and interpretations. The requirement of review would 
now mean that the Board would have to set up a substantial administrative staff 
and carry on duties interfering with its regular responsibilities. 


Right of Judicial Review 

Any contractor or subcontractor aggrieved by an order of a Price Adjustment 
Board may within go days file a petition for a court review. According to the 
House bill, the court of review would be the Tax Court of the United States; 
according to the Senate bill, the Court of Claims. In view of the jammed calendar 
of the Tax Court, the overwhelming probability is that the House will accept the 
Senate suggestion. The court will have exclusive jurisdiction to determine the 
amount of excessive profits, if any, and this determination will not be reviewed or 
redetermined by any other court or agency. This court proceeding to finally deter- 
mine excessive profits will not be treated as a proceeding to review the determina- 
tion of the Board, but as a proceeding de novo. 

This latter provision departs from the traditional procedure adopted in con- 
nection with administrative review. The court of review will start from scratch 
and all persons would have a right of recourse. The right of review and the scope 
would not be confined to the question as to whether the determination by the 
Board was the result of a mistake of law, fraud, arbitrary or capricious action, or 
was so grossly erroneous as to imply bad faith. 

The most objectionable feature of the review is its retroactivity to blanket all 
prior determinations made under the Renegotiation Act, including voluntary agree- 
ments. This renders subject to court review thousands of voluntary bilateral 
agreements and renegotiation settlements totaling $5,000,000,000. The Court of 











422 Law AND ConTEMPORARY PROBLEMS 


Claims will be swamped with litigations as few firms will be able to resist the 
pressure to review past agreements. As Under Secretary of the Navy Forrestal said: 
“Retroactive reopening of these agreements would put the contractors who have 
entered into them in an uncertain and perhaps embarrassing position. Officers and 
directors of the companies have made settlements on account of excessive profits 
which they consider to be in the best interests of their corporations. If these agree- 
ments are now to be thrown open to review, the board of directors of each of these 
companies would be faced with the problem of appealing, so as to discharge its 
duty to its stockholders, even though it believed that the renegotiation settlement 
was entirely fair and just. This provision is a mandate for mutually undesirable 
litigation.” 
Statement to Contractor 

The new bill provides that whenever the Board makes a determination with 
respect to the amount of excessive profits, whether by an order or by voluntary 
agreement, it must at the request of the contractor prepare and furnish him with 
a statement of the determination, the facts used as a basis therefor, and all its 
reasons for the determination. This statement cannot be used in the Tax Court 
or the Court of Claims in connection with the redetermination of excessive profits. 
The Boards look with distaste on this requirement since it will be necessary to set 
out in writing to the contractor a statement of the facts and factors, unfavorable 
and favorable, of his efficiency, ability, contribution to the war effort, risk and 
other elements necessary in the determination of excessive profits. This material 
cannot be flattering in all cases. The criteria may be understood in informal dis- 
cussion and yet may produce great dispute and dissent when set down in writing. 
It will certainly impair the informal atmosphere in which renegotiation proceed- 
ings are at present conducted. 


Statute of Limitations Provisions 

Under the House bill, no proceeding to determine the amount of excessive 
profits can be commenced by the Board more than one year after the close of the 
fiscal year in which the excessive profits were received or accrued; or one year after 
financial statements are filed by the contractor or subcontractor, whichever is the 
later; otherwise liabilities for the excessive profits for the fiscal year will be dis- 
charged. Under the Senate Finance bill, however, the end period for determining 
excessive profits is one year after the close of the fiscal year in which the excessive 
profits were received. In order to expedite the disposition of the case after a pro- 
ceeding has been commenced, the bills provide that the liabilities for excessive 
profits with respect to which such proceeding was commenced will be discharged 
if a determination by agreement or order is not made within one year following 
the commencement of the renegotiation proceedings. This limitation does not 
apply to a review by the Board of an order by the Secretary. The one-year period 
of limitation may also be extended by agreement between the parties. 

















ADMINISTRATIVE MACHINERY AND PROCEDURES FOR 
RENEGOTIATION 
delegated authority, 304 ff.; War Department's 
Renegotiation Division and Price Adjustment 
Board, 310 ff.; branches of Renegotiation Division, 
311-2; membership of boards, 312-3; Price Ad- 
justment Sections of the various technical serv- 
ices, 313 ff.; assignment of cases, 314; typical 
information, 315; initiation and conduct of re- 
negotiation procedure, 316 ff.; agreements with 
contractors, 317; clearance notices, 318; settle- 
ment reports, 318; administration of agreements, 
319; refunds and price reductions, 319; inability 
to reach agreement, 320; right of review, 321; 
coordination between agencies, 322; Joint Price 
Adjustment Board, 322; interchange of ideas and 
information, 323; departmental organization: 
army air forces, 324; chemical warfare, 326; 
engineers, 327; ordnance, 329; quartermaster, 
330; signal corps, 330; surgeon general, 331; 
Navy, 333; maritime commission, 335; war ship- 
ping administration, 336; treasury, 337; RFC, 
337; volume, by department, 339; location of 
offices, 339. 

AFFILIATED COMPANY 
when renegotiated on consolidated basis, 277. 

AcRICULTURAL COMMODITIES 
proposed mandatory exemption of, 407; present 
discretionary exemption, 408. 

Aluminum Co. of America v. Commissioner Int. 
Rev., 263, 265. 

AMENDMENTS PRoposED TO RENEGOTIATION AcT 
general discussion, 399-422; general comment on 
Senate Finance Committee proposals, 400; scope 
of existing renegotiation, 401; raising floor to 
$500,000, 402; exemptions, 402 ff.; standard com- 
mercial articles, 404; redefinition of subcontracts, 
non-component parts exemption, 407; agricul- 
tural commodities, 407; miscellaneous mandatory 
exemptions, 408; standards for determining ex- 
cessive profits, 409-10; profits after taxes, 410-5; 
recognition of reconversion costs, 415; deductions 
and exclusions under Chapters 1 and 2E of 
I.R.C., 420; raw materials of integrated com- 
panies, 420; statutory joint price adjustment board, 
421; judicial review, 421; statement to contractor 
of bases and reasons for administrative determina- 
tion, 422; time limitations, 422. 

ARGUMENTS For AND AGAINST RENEGOTIATION 
generally, 376-98; war profit controls in other 
countries, 379-83; savings through renegotiation, 
384-5; duplication of excess profits taxation, 385- 
6; savings possible through contract adjustments 
without compulsory renegotiation, 386-8; unequal 
treatment and lack of general principles, 387-9; 
non-compliance with fundamental legal principles, 
389-95; lack of bill of particulars, 390; no 
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practical right of review, 391; fear of reprisal, 
393; comparison with taxation standards, 394; 
striking a balance, 395-8. 


Brokers’ FEEs 


agitation against, 268-70; renegotiability of pay- 
ments, 270-1. 


COoNSTITUTIONALITY 


basic legislative jurisdiction of Congress, 354-7; 
power to enter into contracts, 354; reaching into 
non-federal fields through contractual provisions, 
355-7; constitutional limitations upon delegation, 
357-68; contractual reservation of exercise of non- 
standardized administrative discretion, 358-9; dis- 
tinguishing lack of standards in self-executing 
police regulations, 360; legal sufficiency of Act’s 
standard, 361; substitution of formalized admin- 
istrative standards, 362-5; examples of constitu- 
tional action based on indefinite standards, 365-6; 
“due process” of retroactive provisions, 368-75; 
modifying contract obligations of federal govern- 
ment, 368 fi.; congenital-defect contracts, 371 ff.; 
general conclusion concerning constitutionality, 
374-5. 


Contra RENEGOTIATION (see ARGUMENTS For AND 


Acatnsr). 
(see Price ADJUSTMENT 


Causes). 


Conrro. oF War Prorirs (see War Prorir Con- 


TROL). 


Cosr-PLus Contracts, 188-9, 193-5, 219, 246-8, 251. 
Costs 


allocable to renegotiable business, 287 ff.; allow- 
able costs, 288-93; income tax law analogy, 288- 
9; excessive compensation, 289; taxes, 290; em- 
ployee pension funds, 290; provisions for contin- 
gencies, 291; treatment of non-manufacturing 
expenses, 291; selling expenses and advertising, 
292; state income taxes attributable to profits re- 
duced by renegotiation, 352. 


CovERAGE OF RENEGOTIATION, 262 ff., 401. 


DEVELOPMENT OF RENEGOTIATION 


generally, 218-34; adjunct of procurement, 218; 
close pricing objectives, 219, 224-7, 231; contract 
clauses, 219-20; contractual renegotiation, 220; 
exemption technique to preserve incentives, 228; 
early proposal of renegotiation statute, 221; serv- 
ices’ counter-proposals, 221; over-all renegotiation, 
224; periodic price adjustment clauses, 229, 233; 
renegotiation clause, 220, (text) 232; redetermina- 
tion clause, 219, (text) 231; statutory renego- 
tiation, 224; theories of profit recapture and theories 
of minimizing costs and price levels, 225-7. 


Ellis v. United States, 355, 356. 
EscaLATION CLAUSES, 249. 
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Excess Prorits Taxes 
as method of profit limitation, failure of, 198. 

Excessive Prorits—GvuIpDEPOosTs 
absence of. rigid formula, and reasons, 295; com- 
parative standards, 295 ff.; pre-war company ex- 
perience and base periods, 296; rejection of base 
periods, 296; pre-war industry experience, 296; 
Internal Revenue Code §722 analogies, 297; sales 
ratios, 297; volume of production factor, 298; 
industry-accomplishment standard, 298; illustrative 
application of standards, 298-300; consideration of 
efficiency, 300; significance of subcontracting, 301; 
the risk element, 302; cost-plus contracts, 304; 
general evaluation of contractor’s performance, 
304-5; profits after renegotiation, 305. 

Excessive Prorits 
manner of elimination, 319. 

EXEMPTIONS 
use of discretionary exemptions to promote pricing 
policies, 228; general discussions, 271-4, 280- 
7; “final payment” and divisibility of contracts, 
272, 283; raw materials, 273, 283-5; discretion- 
ary exemptions, 274, 285-6, 401-2; mandatory, 
280; real estate, 285; companies subject to public 
regulation, 286; proposed legislation, 402 ff.; raw 
materials, exemption line in integrated company, 
420. 


First War Powers Act, 251. 

FLEXIBILITY 

need for in profit control measures, 251-7. 
Forwarp PrIcinG 

general, 255-61; points in common with renego- 
tiation, 255 ff.; use of renegotiation information, 
257-9; Clauses in renegotiation agreements, 259. 


Gold Clause Cases, 371 ff. 


INCENTIVES 

problem of maintaining, 220, 226, 227, 229, 231, 
254°5- 

INTERNAL REVENUE CoDE 

Sec. 3806, and treatment of income and excess 
profits taxes in renegotiation, 342; Chapters 1 and 
2E, exclusions and deductions applicable to re- 
negotiation, 288; Section 722 and its relation to 
renegotiation, 297. 


JupiciaL Review 
right to, despite statutory silence, 321; legislative 
proposal, 421. 


Limirations, STATUTE OF (sce TIME LiMITs). 


MariTIME COMMISSION 


renegotiation machinery, 335. 


Norman v. B. & O. R. R., 371. 


ORDNANCE 
renegotiation machinery for ordnance contracts, 


329. 


InpEx—War Conrtracr RENEGOTIATION 








PaTENT LICENSES 
renegotiability of, 287. 

Post EXCHANGES 
sales to, non-renegotiable, 287. 

Perry v. United States, 368 ff. 

Price ADJUSTMENT . CLAUSES, 
231-45, 248-51, 260. 

Price REDUCTIONS 
how effected, 319 (and see Pricinc IN War 
ConTRACTs). 

Pricinc In War ConTRACTS 
interplay of uncertainty and absence of appropri- 
ate market forces, 235-6; price adjustment needs, 
236; limitations upon careful buying as price reg- 
ulator, 236; objectives of pricing policy, 237-9; 
criterion of close pricing, 237; British views, 238; 
pricing methods, 239-51; comparative prices, 239; 
factors affecting price comparisons, 240-1; use of 
price-movement indices, 241-3; cost analysis, 243- 
6; relation of cost analysis to close pricing, 
246; contract clauses, 246-51; avoidance of cost- 
plus, 246; general price adjustment provisions, 
248; periodic price adjustment, 249; escalation 
clauses, 249; clauses protecting against specific 
risks, 250; incentive contracts, 251-5; target prices, 
251-4; statutory renegotiation in forward pricing, 
255-61. 

Pro RENEGOTIATION (see ARGUMENTS FoR AND 
AGAINST). 

PROCUREMENT 
relation to renegotiation background, 218 ff.; rise 
of contractual renegotiation from procurement 
difficulties, 219 ff.; re-approachment of statutory 
renegotiation and procurement, 227 ff.; use of re- 
negotiation information and experience in pro- 
curement, 257-9; influence on prices of existence 
of renegotiation, 259; forward price covenants in 
renegotiation agreements, 259-61. 


219, 


220, 


229-30, 


Raw Marertiats (see EXEMPTIONS), 
RECONSTRUCTION FINANCE CORPORATION AND SuB- 
SIDIARIES 
included in scope of renegotiation, 262, 276, 309. 
RECONVERSION Costs 
not allowed, 291; legislative proposal for allow- 
ances, 415 ff. 


REFUNDS AND PrIcE REDUCTIONS 


methods of eliminating excessive profits, 319. 


RENEGOTIATION 


over-all v. individual contract, 224 ff.; relation to 
forward pricing, 255-61; nature of, 277-9; horse- 
trading, 277; contrasted with public utility rate 
fixing, 278; volume, 338-9. 


ReNEcoTIATION Act (see SixTH SUPPLEMENTAL Na- 


TIONAL DEFENSE APPROPRIATION ACT, 1942). 


RENEGOTIATION AND FEDERAL TAXATION 


effect of renegotiation after fiscal year and filing 
of returns, 341; taxes paid deemed partial refund, 
342; position of B.I.R., 342; sec. 3806 of IRC, 
342; determining the taxable year, 342; effect of 
renegotiation on the post war refund of the 























Excess Profits Tax, 343; effect of a tax credit 
under sec. 3806 on income for tax purposes for 
the prior year, 344; effect of granting a sec. 3806 
tax credit upon subsequent tax refunds, 344; de- 
clared value excess profits tax, 345; coordinating 
renegotiating agencies and B.LR., 346; effect of 
sec. 3806 on I. T. 3577 established in I. T. 3611, 
347; effect on sec. 3806 of Current Tax Payment 
Act of 1943, 347 ff. 

RESERVES 
industry’s post-war reserves, 418-20. 

ReveNnveE BILL OF 1943 (see AMENDMENTS Pro- 
POSED TO RENEGOTIATION AcrT). 


SixtH SUPPLEMENTAL NATIONAL DEFENSE APPRO- 
PRIATION AcT, 1942, Sec. 403 (The Renegotiation 
Act): 
sec. 403, generally, 223, 276, 309, 353. 
sec. 403(a), 292, 361, 407. 
sec. 403(b), 228, 275. 
sec. 403(c): (3), 288, 352; (4), 228, 317; (5), 
275; (6), 228, 271, 273, 275. 
sec. 403(d), 288. 
sec. 403(h), 275. 
sec. 403(i)(1): 272, 273; (2), 228, 274. 

STANDARDS AND Practices (see also Excessive Pror- 

ITs). 

fiscal period operations, 277; nature of renego- 

tiation, 277; compared to utility rate making, 

278; initial steps, 279 ff.; required data, 279 ff.; 

exemptions and determination of renegotiable 

business, 280-7; allocation of costs to renegotiable 
business, 287; allowable costs, 288-93; factual re- 
ports, 293; discussions with contractor, 293; stand- 
ards generally, 295-305; pre-war experience and 
base period, 296 ff.; illustrative application of 

standards, 298; consideration of efficiency, 300; 

significance of subcontracting, 301; risks, 302; 

cost-plus contracts, 304; general performance, 

304-5; profits after renegotiation, 305; execution 

of renegotiation agreement, 306; effect on work- 

ing capital, 307; constitutional difficulty over lack 
of standards, 361 ff.; proposed amendments pre- 
scribing statutory standards for determining ex- 
cessive profits, 404 ff. 
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SUBCONTRACTS 


general discussion of renegotiability, 262-8, 280- 
3; analogy of subcontracts under Vinson-Trammel 
Act, 263-5; administrative interpretations of, 263- 
5; evolution of definition in drafting of legislation, 
266-8; tests for determining renegotiable business, 
281-3; proposed redefinition of subcontract to 
exempt non-component parts, 407. 


TaxaTION, INCOME AND Excess Prorits (see RENE- 


GOTIATION AND FEDERAL TAXATION). 


Taxes, STATE INCOME 


attributable to profits reduced by renegotiation, 
whether allowed as costs in renegotiation, 352; 
attitude of states toward refunds, 352; legislative 
proposal for disallowance, 415. 


Time Limits 


for commencement of renegotiation proceedings, 
275; legislative proposals, 422. 


UNILATERAL DETERMINATION 


manner of handling disagreement cases, 320. 


United States v. Bethlehem Steel Co., 187, 193, 194, 


221, 253, 373- 


United States v. Cohen Grocery Co., 360, 364, 365. 
ViNSON-TRAMMEL ACT, 262-3, 221, 263, 264. 


War Prorit Controt—HistoricaL ANALYSIS 


American Legion sponsorship of bills, 200, 201, 
206, 207; civil war, 190-1; Continental Congress, 
189; cost-plus, 193-5; excess profits taxes, 196-9, 
200-12; 100% proposal, 208; failure of top- 
price laws, 192; flat percentage limitations, 202-5; 
period between World War I and II, 199-212; 
price fixing attempts, 191, 195-6; McSwain Reso- 
lution, 201; Sheppard-May Bill, 207; state legis- 
latures, 189-90; Vinson-Trammel Act, 202; War 
Industries Board, 193, 195-6; War Policies Com- 
mission recommendations, 201 ; compulsory orders, 
195; World War I attempts, 192-9. 


War Prorir Conrroc—Osjectives, 188-9, 216-7. 
War Inpusrries BoarD, 193, 195, 196. 
War Suippinc ADMINISTRATION 


included in renegotiation coverage, 262, 309; re- 
negotiation machinery, 336. 

















Are You Interested in 


Excess Profits Taxation? 

The Correction of Youthful Offenders? 

Labor in Wartime? 

Governmental Tort Liability? 

The Emergency Price Control Act? 

Hemispheric Trade? 

Consumption Taxes? 

Governmental Marketing Barriers? 

Combating the Loan Shark? 

Alcoholic Beverage Control? 

Railroad Reorganization? 

Federal Income and Estate Taxation? 

The Sherman Antitrust Act? 

Medical Care? 

The Wage and Hour Law? 

Alimony? 

The New Food, Drug, and Cosmetic Legislation? 
Home Financing? 

The Investment of Trust Funds? 

Collective Bargaining under the Wagner Act? 

The ‘‘Unauthorized Practice of Law’? Controversy? 
Farm Tenancy Legislation? 

Price Discrimination and Price Cutting? 

The Federal Securities Act and its Administration? 
Financial Protection for the Motor Accident Victim? 
The Collection of Real Property Taxes? 

The Old-Age and Welfare Titles of the Social Security Act? 
Unemployment Compensation? 

Expert Testimony? 

Migratory Divorce? 

Instalment Selling? 

Industrial and Group Life Insurance? 

Extending Federal Powers Over Crime? 
Agricultural Readjustment in the South? 

Low-Cost Housing and Slum Clearance? 

Protecting the Consumer of Food and Drugs? 


On each of these topics, Law and Contemporary Problems has published a 
symposium,* dealing with the legal and with economic and administrative 
aspects of the subject. The list is arranged in chronological order of publica- 
tion, the most recent issue being listed first. 


The price per copy of the issues listed above is $1.00, postpaid. 


LAW AND CONTEMPORARY PROBLEMS 


Duke Universiry Law ScHoo. Durnam, N. C. 


* Tables of contents of any of the above symposia will be sent on request. The sym- 
posium dealing with the Federal Securities Act was published in two instalments. 














